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SECURITIES  AND  EXCHANGE 
COMMISSION 

(17CFRPart240] 

Off-Board  Trading  Reatiictions 

AGENCY:  Securities  and  Exchange 
Commission. 

action:  Notice  of  proceeding  and 
proposed  rulemaking. 

summary:  The  Commission  announces 
the  commencement  of  a  proceeding, 
including  public  hearings  to  consider  the 
amendment  of  national  securities 
exchange  rules  as  they  relate  to 
restricted  off-board  trading.  Amendment 
is  specifically  made  to  the  rules  which 
limit  or  condition  the  ability  of  members 
to  engage  in  over-the-counter 
transactions  in  securities  that  are  listed 
and  registered,  or  securities  that  are 
admitted  to  unlisted  trading  privileges 
on  a  national  securities  exchange.  The 
Commission  is  proposing  to  amend 
those  exchange  rules  to  preclude  their 
application  to  certain  securities  which 
were  not  traded  on  an  exchange  on 
April  26, 1979,  or  which  were  traded  on 
an  exchange  on  April  26, 1979,  but  failed 
to  remain  so  thereafter. 

DATES:  Public  hearings  will  begin 
Wednesday,  june  20, 1979,  at  10  a.m. 
Persons  wishing  to  appear  at  the  hearing 
should  contact  Andr6  Weiss  of  the 
Commission  staff  not  later  than  June  1. 
1979,  and  submit  the  text  of  any 
prepared  statements  not  later  than  four 
business  days  prior  to  their  appearance. 
Written  presentations  of  views,  data 
and  arguments  (other  thap  those 
submitted  as  prepared  statements) 
should  be  submitted  no  later  than  June 
15. 1979,  and  written  presentations 
responding  to  the  written  or  oral 
presentations  of  others  should  be 
submitted  no  later  than  July  22, 1979. 
addresses:  Public  hearings  will  be  held 
in  Room  776  at  the  headquarters  office 
of  the  Securities  and  Exchange 
Commission,  which  is  located  at  500 
North  Capitol  Street,  Washington,  D.C. 
20549.  All  written  submissions  should 
refer  to  File  No.  4-220  and  be  delivered 
as  follows:  30  copies  to  George  A. 
Fitzsimmons,  Secretary  of  the 
Commission,  Room  892,  at  the  above 
address  and  one  copy  to  Andre  Weiss. 
Room  390,  at  the  above  address.  Copies 
of  all  written  submissions  and  hearing 
transcripts  will  be  made  available  at  the 
Commission's  Public  Reference  Room. 
1100  L  Street,  N.W.,  Washington,  D.C. 
20549. 

FOR  FURTHER  INFORMATION  CONTACT. 

Andre  Weiss,  Division  of  Market 


Regulation,  Room  390,  Securities  and 
Exchange  Commission,  500  North 
Capitol  Street,  Washington,  D.C.  20549 
(202)  376-7470. 

SUPPLEMENTARY  INFORMATION:  The 

Securities  and  Exchange  Commission 
today  announced  a  proceeding,  pursuant 
to  section  19(c)  (15  U.S.C.  78s(c)J  of  the 
Securities  Exchange  Act  of  1934  (“Act”) 
(15  U.S.C.  78a  et  seq.,  as  amended  by  the 
Securities  Acts  Amendments  of  1975 
("1975  Amendments”),  Pub.  L  No.  94-29. 
89  Stat.  97,  (June  4, 1975)J.  to  consider 
rulemaking  to  amend  existing  rules  of 
national  securities  exchanges 
(“exchanges”)  which  limit  or  condition 
the  ability  of  members  of  those 
exchanges  to  effect  transactions 
otherwise  than  on  an  exchange  (“off- 
board  trading  restrictions”)  in  securities 
which  are  listed  or  admitteid  to  unlisted 
trading  privileges  on  those  exchanges. 
The  Commission  is  proposing  Rule  19c-3 
which  would  prevent  off-board  trading 
restrictions  from  applying,  with  certain 
exceptions,  to  any  equity  security  or 
class  of  equity  securities  (collectively, 
“Rule  19c-3  Securities”)  *  (i)  which  was 
not  traded  on  an  exchange  on  April  26, 
1979,  ‘  or  (ii)  which  was  traded  on  an 
exchange  on  April  26, 1979,  but  ceases 
to  be  listed  and  registered  or  admitted  to 
unlisted  trading  privileges  pursuant  to 
Section  12(f)(1)(A)  of  the  Act  on  an 
exchange  for  any  period  of  time 
thereafter.®  The  Rule  would  provide  a 
limited  exception  for  any  equity  security 
or  class  of  equity  securities  issued  in 
connection  with  a  statutory  merger, 
consolidation  or  similar  plan  of 

'  Sffe  proposed  Rule  19c-3{a).  By  its  terms,  the 
Rule  would  predude  the  application  of  off-board 
trading  restrictions  to  any  equity  security  or  dass  of 
e<]uity  securities  which  is  not  a  “covered  security,“ 
a  scKmrity  wrhich  on  April  26. 1979.  and 
continuously  thereafter,  is  covered  by  off-board 
trudins  restrictions.  See  Rule  19c-3{b)(3).  Exchange- 
traded  options  would  be  exduded  from  the  scope  of 
the  Rule  and  would  therefore  continue  to  be  subied 
to  the  off-board  trading  restrictions  currently 
imposed  by  exchanges  trading  standardized 
options.  See  Rule  19c-3(a).  For  a  general  discussion 
of  some  of  the  market  structure  problems  resulting 
from  multiple  trading  of  options,  see  Report  of  the 
Special  Study  of  the  Options  Markets  to  the 
Securities  and  Exchange  Commission.  Comm.  Print 
No.  96-1FC3.  96th  Cong.,  let  Sess..  Chapter  VUl 
(1978). 

*  In  order  to^iit  the  anti-competitive  effects  of 
current  off-board  trading  restrictions  and  to 
preserv'e  the  existing  over-the-counter  market  to  the 
greatest  extent  possible,  the  effective  date  of 
proposed  Rule  19c-3.  If  adopted,  would  be 
retroactive  to  the  date  of  issuance  of  this  release. 
See  note  19  //i  fro.  The  Commission  specifically 
solicits  public  comment  on  the  proposed  effective 
date. 

’See  proposed  Rule  19c-3(bK3).  Thus,  if,  at  any 
time  in  the  future,  an  exchange  traded  security 
becomes  traded  exclusively  over-the-counter  (either 
because  of  voluntary  delisting  or  otherwise)  it 
would  be  treated  in  the  same  manner  as  a  security 
which  was  traded  exclusively  in  the  over-tbe- 
Counter  market  on  April  28. 1979. 


reorganization  in  exchange  for  any 
equity  security  or  class  of  equity 
securities  which  was  traded  on  an 
exchange  continuously  between  April 
26. 1979,  and  the  date  of  4he  plan  of 
reorganization.  * 

In  connection  with  this  proceeding, 
the  Commission  will  conduct  public 
hearings  commencing  at  10:00  a.m. 
Wednesday,  June  20. 1979.  in  Room  776 
at  the  Commission's  headquarters  in 
Washington.  D.C.  The  attention  of 
interested  persons  is  directed  to 
materials  cited  or  referred  to  herein, 
copies  of  which  are  available  at  the 
Commission's  Public  Reference  Room, 
1100  L  Street.  N.W..  Washington,  D.C., 
(File  Nos.  4-180,  SR-Amex-77-3.  SR- 
Amex-77-18.  and  S7-735-A).»The 
information  contained  in  these  files  is 
hereby  incorporated  into  the  record  of 
this  proceeding.  While  a  restatement  of 
views  previously  expressed  is.  therefore, 
not  necessary,  persons  wishing  to 
participate  in  this  proceeding  may,  of 
course,  refer  to  any  material  previously 
submitted.  In  addition  to  appearing  at 
the  scheduled  public  hearings, 
interested  persons  are  invited  to  submit 
written  presentations  of  views,  data  and 
arguments  concerning  proposed  Rule 
19c-3  and  the  issues  discussed  in  this 
release,  and  to  submit  written 
presentations  responding  to  written  or 
oral  presentations  made  by  others  to  the 
extent  possible  by  the  dates  established 
for  receipt  of  such  materials. 

I.  Discussion 

A.  Prior  Commission  Action  Concerning 
Off-Board  Trading  Restrictions 

The  exchange  rules  addressed  in  this 
proceeding  have  previously  been  the 
subject  of  Commission  *and 

*See  propos«Mi  Rule  19c-3(b)(3Hiii). 

’See  noted  8. 12. 13  and  IS  infra. 

’See,  e.g..  Securities  and  Exchange  Commission 
Report-rule  394  (September  14. 1965),  reprinted  in. 
Study  of  the  Securities  Industry  Report,  (“House 
Study”)  Hearings  Bcf.  the  Subromm.  on  Com.  &  Fin. 
of  the  House  Comm,  on  Interstate  &  For.  Com.,  92nd 
Cong..  2d  Sess..  at  3382  (1972);  and  SEC  Report  of 
the  Securities  and  Exchange  Commission  on  Rules 
of  National  Securities  Exchanges  Which  Limit  or 
Condition  the  Ability  of  Members  to  Effect 
Transactions  Otherwise  Than  on  Such  Exchanges 
(September  2. 1975). 

’See,  e.g„  House  Study,  at  128-28. 

*The4«cord  of  these  proceedings  (including 
transcripts  of  public  hearings  and  written  views, 
data  and  arguments  submitted  during  the 
proceedings)  is  contained  in  File  No.  4-180. 

’See  SfH:uritie8  Exchange  Act  Release  No.  11942 
(December  19. 1975),  41  FR  4507.  (“December 
Release")  The  Rule  19c-l  Proceeding  was 
commenced  in  accordance  with  Section 
llA(c)(4)|A)  of  the  Act  (15  U.S.C.  78-l(c)(4)(A)l. 
added  by  the  1975  Amendments  which  directed  the 
Commission  to  review  all  exchange  rules  “which 
limit  or  condition  the  ability  of  members  to  effect 
transactions  in  securities  otherwise  than  on  such 
exchanges.”  That  section  required  that  the 

Footnotes  continued  on  next  page 
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Congressional  studies  ’’  as  well  as  two 
prior  regulatory  proceedings. 'The  first 
of  these  regulatory  proceedings  (“rule 
19C-1  Proceeding”)  culminated  in  the 
adoption  of  Rule  19o-l  under  the  Act  (17 
CFR  24ai9c-l]  removing  off-board 
trading  restrictions  with  respect  to 
agency  transactions  (“off-board  agency 
restrictions”)  by  members  of  exchanges 
with  qualified  ffiird  market  makers  and 
non-member  block  positioners.* The 
second  proceeding  (“Rule  19c-2 
Proceeding”)  has  focused  on  a  proposed 
amendment  to  Rule  19c-l  expanding  the 
coverage  of  that  rule  and  the  proposal 
of  Rule  19C-2,  which  would  remove  all 
remaining  off-board  trading  restrictions 
with  respect  to  certain  equity  securities. 
In  addition,  the  Commission  proposed 
four  alternative  rules  specifically 
designed  to  negate  or  minimize  any 
possibilities  for  overreaching  that  might 
arise  as  a  result  of  the  adoption  of 
proposed  Rule  19c-2.” 

In  January  1978,  the  Commission 
issued  a  statement  on  the  development ' 
of  a  national  market  system  (“January 
Statement")  '*  in  which  it  outlined  a 
series  of  proposals  designed  to  achieve 
certain  national  market  system 
objectives.  In  that  statement,  the 
Commission  also  announced  that  it  was 
deferring  a  ffnal  decision  on  proposed 
Rule  19c-2  and  the  attendant  alternative 
overreaching  rules  until  such  time  as  the 
Commission  could  evaluate  industry 
and  self-regulatory  organization 
responses  to  the  various  national  market 
system  initiatives  announced  in  the 
January  Statement.  On  March  22, 1979, 
the  Commission  issued  a  status  report 
on  the  development  of  a  national  market 
system  (“Status  Report”)  **  in  which  it 
assessed  the  progress  made  during  1978 


Footnotes  continued  from  last  page 
CommiMion.  on  or  before  the  ninetieth  day 
following  enactment  of  the  1975  Amendmenta. 
report  the  reaulta  of  its  review  to  the  Congress  and 
commence  a  proceeding,  pursuant  to  Section  19(c) 
of  the  Act  to  “amend  any  such  rule  imposing  a 
burden  on  competition  which  does  not  appear  to  the 
commission  to  be  necessary  or  appropriate  in 
furtherance  of  the  purposes“  of  the  Act.  See 
Securities  Exchange  Act  Release  No.  11828 
(September  2. 1975).  40  FR  41808. 

**See  Securities  Exchange  Act  Release  No.  13862 
(June  23. 1977).  42  FR  33510  (“June  Release").  In 
Decemlier  1977,  the  Commission  adopted  the 
proposed  amendment  to  Rule  19o-l.  That  rule,  as 
amended,  now  precludes  the  application  of  off- 
board  trading  restrictions  to  any  agency  transaction 
in  exchange  traded  ^uity  securities  except  those  in 
which  a  member  acts  as  agent  for  both  buyer  and 
seller  in  the  same  transaction  (“in-house  agency 
cross  restrictions").  See  Securities  Exchange  Act 
Release  No.  14325  (December  30. 1977),  43  FR  1327. 

“  See  lane  Release.  $upra  note  10.  at  111-131. 42 
FK  at  33525-27. 

Securities  Exchange  Act  Release  No.  14416 
llunuary  28. 1978).  43  FR  4354.  (File  No.  S7-735-A) 

'*  Securities  Exchange  Act  Release  No.  15671 
(March  ZZ  1979).  44  FR  20360.  (File  No.  S7-735-A). 


toward  achievement  of  the  initiatives 
outlined  in  the  January  Statement  and 
also  described  certain  goals  which  it 
believed  should  be  achieved  in  the  near 
term  to  facilitate  development  of  a 
national  market  system.  In  the  Status 
Report,  the  Commission  stated; 

Notwithstanding  [the  Commission's) 
determination  (in  the  January  Statement]  to 
defer  consideration  of  removal  of  off-bo^d 
trading  restrictions  as  they  apply  to  securities 
which  are  now  listed,  the  Commission 
believes  that  many  of  the  argiunents  raised 
by  commentators  in  support  of  retaining 
these  restrictions,  even  if  accurate  as  to 
securities  which  are  currently  traded 
primarily  in  an  exchange  environment,  may 
not  be  applicable  to  or  warrant  extension  of 
these  rules  to  securities  which  are  currently 
traded  exclusively  over-the-counter.  Thus, 
the  Commission  is  concerned  that  future 
extension  of  off-board  trading  restrictions  to 
securities  now  traded  exclusively  over-the- 
counter  upon  their  initial  exchange  listing 
may  not  be  justified  under  the  Act.  .  .  . 

'The  Commission  continues  to  believe  that, 
in  areas  involving  potentially  profound 
market  structure  change,  such  as  the 
elimination  of  remaining  off-board  trading 
restrictions,  use  of  controlled,  limited 
experiments  may  be  both  prudent  and 
instructive.  In  addition,  a  proposal  of  this 
type  could  permit  over-the-counter  market 
makers  to  experience  a  trading  environment 
in  which  last  sale  and  quotation  information 
is  made  available  on  a  real  time  basis.'* 

To  address  these  concerns,  the 
Commission  indicated  its  intent  to 
commence  this  rulemaking  proceeding. " 

B.  Proposed  Rule  19c-3 

In  both  the  Rule  19o-l  and  19c-2 
Proceedings,  the  Commission,  in 
evaluating  whether  the  purposes  which 
may  be  served  by  the  retention  of  off- 
board  trading  restrictions  outweigh  their 
anti-competitive  impact,  has  been 
cognizant  of  the  applicable  statutory 
objectives  of  the  Act  and  has 


"Id.  at  45-48.  44  FR  at  20367. 

F  Af  at  48.  44  FR  at  20367.  The  initiatioa  of  this 
proceeding  is  part  of  the  Commission's  continuing 
effort  “to  deal  with  the  various  issues  presented  by 
off-board  trading  rules  in  proceedings  addressed  to 
all  exchanges."  See  Securities  Escchange  Act 
Release  No.  15376  (December  1. 1978),  at  12,  43  FR 
58864.  at  58687  (“Amex  Order”),  in  the  Amex  Order, 
the  Commission  («vith  two  Commissioners 
dissenting)  approved  two  proposed  rule  changes  of 
the  Amex  that  liberalisad  Amex's  listing 
requirements  with  respect  to  domestic  (SR-Amex- 
77-3)  and  foreign  (SR-Amex-77-18)  issuers.  The 
Commission  understood  that  those  rule  changes 
would  expand  the  universe  of  securities  to  which 
Amex's  off-board  trading  restrictioas  could  be 
applied,  but  preferred  to  deal  with  issues  relating  to 
off-board  trading  restrictions  in  a  generic  fashion 
(rather  than  in  the  context  of  an  individual 
exchange's  proposed  rule  changes).  Consistent  with 
this  determination,  the  Commission  stated  that  it 
would 

*  *  *  be  alert  fur  a  more  appropriate 
fromewoik  *  *  *  within  whi^  to  adress  some  or 
all  of  the  broad  issues  raised  in  this  proceeding. 

Id.  at  18.  n.42.  44  FR  at  58669.  n.42. 


endeavored  to  consider  both  the 
benefits  which  may  be  expected  to  flow 
from  removal  of  off-board  trading 
restrictions  as  well  as  the  possible  risks 
of  adverse  consequences  resulting  from 
that  action. "  In  determining  to 
commence  this  proceeding,  the 
Commission  has  carefully  considered 
the  comments  submitted  in  connection 
with  its  earlier  proceedings  concerning 
off-board  trading  restrictions, 
particularly  those  comments  submitted 
in  connection  with  the  Commission's 
ongoing  Rule  19c-2  Proceeding. 

Although  the  Commission  has  not 
completed  its  deliberations  with  respect 
to  proposed  Rule  19c-2,  it  is  concerned 
that,  as  companies  continue  to  list  their 
securities  on  exchanges  which  have 
rules  precluding  over-the-counter  market 
making  by  their  members,  the  anti¬ 
competitive  consequences  of  off-board 
trading  restrictions  on  participants  in 
the  trading  markets  (particularly 
exchange  member  firsm  currently 
competing  as  market  makers]  are 
extended  to  those  securities.  Unless 
this  consequence  of  .off-board  trading 
restrictions  is  eliminated,  it  appears  that 
over-the-counter  trading  and 
competititon  between  the  over-the- 
counter  market  and  exchange  markets 
will  be  effectively  precluded  in  an  ever- 
increasing  number  of  securities. 

As  a  preliminary  matter,  it  apjjears 
»  that  proposed  Rule  19c-3  is  necessary  or 
appropriate  to  conform  the  rules  of  the 
various  exchanges  to  the  requirements 
of  the  Act  in  that  adoption  of  the 
proposal  would  remove  burdens  on 
competition  which,  insofar  as  they  act  to 
eliminate  over-the-counter  market 
making  in  securities  upon  their  initially 
becoming  exchange  traded,  may  not  be 
necessary  or  appropriate  in  furtherance 
of  the  purposes  of  the  Act  Thus,  the 
Commission  is  concerned  that  the 
continued  retention  of  off-board  trading 
restrictions  with  respect  to  securities 
currently  traded  exclusively  in  the  over- 
the-counter  market  may  be  inconsistent 
with  two  of  the  important  purposes 
sought  to  be  achieved  by  the 
development  of  a  national  market 
system,  namely,  assuring  the 
opportunity  for  “fair  competition  among 
brokers  and  dealers  .  .  .  and  between 


December  Release,  supra  note  9;  )une 
Release,  supra  note  10. 

"  For  example,  in  1977  and  1978,  an  aggregate  of 
approximately  85  issues  formerly  traded  exclusively 
in  the  over-the-counter  market  were  listed  on  the 
new  York  Stock  Exchange.  Inc.  ("NYSE")  and  the 
Amex.  The  pattern  of  companies  trading  initially  in 
the  over-the-counter  market  and  then  seeking 
exchange  listing  as  they  become  larger  and  more 
well-established  is  an  historical  one  (although 
certain  companies,  for  various  reasons,  prefer  to 
remain  over-the-counter  companies  regardless  of 
size). 
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exchange  markets  and  markets  other 
than  exchange  markets,"  '*  and 
preserving  and  strengthing  the  nation’s 
securities  markets.’® 

In  addition,  the  Commission  questions 
whether  the  arguments  against  adoption 
of  proposed  Rule  19c-2  advanced  in  the 
19c-2  Proceeding,*®  even  if  valid  in 
connection  with  that  proposed  rule  (as  it 
would  affect  securities  traded  on 
exchanges),  are  significant  when 
considered  in  connection  with  proposed 
Rule  19c-3,  which  would  eliminate  off- 
board  trading  restrictions  only  with 
respect  to  securities  now  traded 
exclusively  in  the  over-the-counter 
market  which  become  listed  or  admitted 
to  unlisted  trading  privileges  on  an 
exchange  for  the  first  time.  Adoption  of 
Rule  19c-3  would  also  not  appear  to 
involve  the  potential  for  the  kind  of 
dramatic  and  radical  effects  on  the 
existing  exchange  markets  which  have 
been  predicted  in  the  Rule  19c-2 
Proceeding.  In  this  more  limited  context. 


••See  Section  llA(a)(1)(C)(ii)  of  the  Act.  As 
indicated  by  the  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs,  the  1975  Amendments 
approa^ed  the  problem  "of  encouraging  the 
development  and  implementation  of  a  national 
market  system  from  the  point  of  view  of  preserving 
the  competing  markets  for  securities  that  have 
developed.  .  .  .”  Senate  Comm,  on  Banking. 

Housing  ft  Urb.  Affs.,  Report  to  Accompany  S.249,  S. 
Rep.  No.  94-75.  94th  Cong..  1st  Sees.  8  (Comm.  Print 
1975). 

••Section  llA(a)(l)(A)  under  the  Act  states  as  a 
finding  of  the  Congress  that  the  nation's  securities 
markets  must  be  preserved  and  strengthened.  It 
should  be  noted,  however,  that  consistent  with  that 
section,  proposed  Rule  19c-3  is  not  intended  to  per 
se  preserve  the  over-the-counter  market  for  a 
security  by  assuring  that  the  over-the-counter 
market  does  not  lose  all  or  part  of  its  existing  order 
flow  to  the  exchanges.  Rather,  the  Rule  is  designed 
to  ensure  that  over-the-counter  market  makers  have 
a  continuing  opportunity  to  compete  in  an 
appropirate  manner  for  order  flow  when  securities 
traded  in  the  over-the-counter  market  become 
exchange  traded.  Cf.  June  Release,  supra  note  10,  at 
55.  42  FR  at  33517. 

••The  concerns  expressed  with  respect  to 
proposed  Rule  19c-2  related  principally  to 
“fragmentation",  “overreaching"  and 
"internalization." 

The  term  “fragmentation”  refers  to  the  dispersion 
of  order  flow  among  market  centers.  See  generally 
June  Release,  supra  note  10.  at  45-69,  42  FR  at 
33516-33519. 

The  term  "overreaching”  refers  to  the  possibility 
that  broker-dealer  Brms  may  take  advantage  of 
their  customers  by  executing  retail  transactions  as 
principal  at  prices  less  favorable  to  those  customers 
than  could  have  been  obtained  had  those  firms 
acted  as  agent.  See  generally  id.  at  70-84, 42  FR  at 
33519-33521. 

The  term  “internalization,"  when  used  with 
respect  to  the  activities  of  an  integrated  broker- 
dealer  making  markets  over-the-counter,  refers  to 
the  withhholding  of  retail  orders  from  other  maiket 
centers  for  the  purpose  of  executing  them  “in- 
house,"  as  principal,  without  exposing  those  orders 
to  buying  and  selling  interest  in  those  other  market 
centers.  See  generally  id.  at  49-66.  42  FR  at  33510- 
33517;  see  also  letter  from  Roger  E.  Birk,  President, 
Merrill  Lynch  ft  Co.,  Inc.,  to  Andrew  M.  Klein, 
Director,  Division  of  Market  Regulation,  dated 
October  4, 1977,  contained  in  File  No.  4-180. 


the  Commission  believes  that  it  may 
well  conclude  that  the  anti-competitive 
effects  qf  off-board  trading  restrictions 
outweigh  any  purposes  such  restrictions 
arguably  may  be  said  to  serve  as  to 
securities  currently  traded  in  exchange 
markets. 

The  potential  impact  of  removal  of 
off-board  trading  restrictions  for  Rule 
19c-3  Securities  would  appear  to  be  far 
different  from  the  potential  impact  of 
complete  removal  of  remaining 
restrictions  concerning  off-board 
principal  transactions  and  in-house 
agency  crosses.  Proposed  Rule  19c-3 
would  apply  almost  exclusively  to 
securities  which  are  currently  the  ■ 
subject  of  trading — and,  in  many  cases, 
very  active  trading — in  the  over-the- 
counter  market.*’  Since  most  firms 
currently  providing  continuous  over-the- 
counter  markets  with  respect  to 
securities  traded  exclusively  over-the- 
counter  are  exchange  members,  when  a 
security  becomes  exchange  traded  for 
the  first  time,  the  pre-existing  over-the- 
counter  market  for  that  security  is 
seriously  impaired,  if  not,  as  a  practical 
matter,  extinguished.  This  situation  is  to 
be  contrasted  with  the  consequences  of 
adopting  proposed  Rule  19c-2,  which 
would  permit  over-the-counter  trading 
by  these  same  exchange  members  in 
securities  now  confined,  to  a  significant 
degree,  to  exchange  trading. 

Furthermore,  proposed  Rule  19c-3 
would  permit  investors  and  issuers  of 
Rule  1^-3  Securities  to  continue  to 
enjoy  whatever  benefits  would  flow 
from  an  active  over-the-counter  market 
existing  concurrently  with  exchange 
markets.  Proposed  Rule  19o-3,  if 
adopted,  might  also  create  new 
incentives  to  improve  existing  market 
linkage  facilities  and  to  develop  new 
facilities  to  meet  the  needs  of  a  more 
complex  trading  structure  and  would 
appear  to  provide  a  test  of  the 
sufficiency  of  existing  and  developing 
national  market  system  facilities  to 
ensure  an  appropriate  integration  of 
trading  in  disparate  locations  and  to 
safeguard  the  integrity  of  such  a  market. 

Finally,  to  test  the  consequences  of 
removal  of  off-board  trading  restrictions 
and  the  ability  of  existing  and 
developing  facilities  of  a  national 
market  system  to  ameliorate  any  of 
those  consequences  which  might  be 
regarded  as  adverse,  it  would  appear 
beneficial  to  observe  the  effects  of 
trading  in  securities  listed  and  registered 
or  admitted  to  unlisted  trading  privileges 
on  one  or  more  exchanges  under 
circumstances  permitting  exchange 


••  Only  those  few  securities  which  are  exchange 
traded  immediately  upon  issuance  would  not  be 
previously  traded  in  the  over-the-counter  market. 


members  the  fullest  opportunity  to 
continue  or  commence  competitive  over- 
the-counter  trading  in  those  same 
securities.  In  addition,  if  Proposed  Rule 
19c-3  is  adopted,  it  will  be  possible  to 
observe  a  trading  environment  free  of 
the  constraints  imposed  by  off-board 
trading  restrictions,  but  tempered  in 
most  instances  by  the  discipline  of 
comprehensive,  multiple  market  real¬ 
time  last  sale  reporting  and  other 
national  market  system  mechanisms  and 
regulations.**  If  the  Rule  is  adopted,  both 
the  Commission  and  the  securities 
industry  may  gain  valuable  experience 
as  to  the  dynamics  of  active  competition 
between  exchange  markets  and  the 
over-the-counter  market-experience 
which  will  assist  the  Commission  (n 
fulfilling  its  statutory  mandate  to 
facilitate  the  establishment  of  a  national 
market  system. 

II.  Additional  Considerations 

A.  Equal  Regulation 

As  a  preliminary  matter,  it  does  not 
appear  that  the  adoption  of  proposed 
Rule  19c-3  will  require  that  any  other 
exchange  or  Commission  rules  need  be 
modified  or  abrogated  as  a  prerequisite 
to  the  adoption  of  proposed  Rule  19c-3 
in  order  to  assure  equal  regulation  of  all 
market  makers.** The  experience  to  be 
provided  by  the  adoption  of  the  Rule 
should  assist  the  Commission  in 
determining  whether  any  Commission  of 
self-regulatory  rules  regulating  the 
activities  of  market  makers  should  be 
eliminated  or  modified  or  whether  they 
should  be  expanded  to  apply  to  all 
market  participants  performing  similar 
functions.  In  responding  to  proposed 
Rule  19c-3,  however,  commentators  are 
requested  to  address  this  matter  and  to 
focus  on  the  following  additional 
considerations: 

B.  Competitive  Impact  of  Rule  19c-3 

Section  23(a]  of  the  Act  requires  the 
Commission  to  consider,  in  rulemaking 
proceedings,  "the  impact  that  such  rule 
or  regulation  may  have  on  competition" 
and  precludes  the  Commission  from 


“See  Statu*  Report,  supra  note  13,  at  46.  44  FR 
20360,  20367. 

••The  Act  defines  a  class  of  persons  or  markets 
as  subject  to  "equal  regulation"  if — no  member  of 
the  class  has  a  competitive  advantage  over  any 
other  members  thereof  resulting  from  a  disparity  in 
their  regulation  under  (the  Act]  which  the 
Commission  determines  is  unfair  and  not  necessary 
or  appropriate  in  furtherance  of  the  purposes  of  (the 
Act.] 

See  Section  3(a)(36)  of  the  Act.  The  Act  also 
empowers  the  Commission  to  adopt  rules  to  “assure 
equal  regulation  of  all  markets  for  qualified 
securities."  Section  llA(c)(l)(F)  of  the  Act.  For  a 
general  discussion  of  "equal  regulation”  concerns. 
see  December  Release,  supra  note  9.  at  24-25, 41  FR 
at  4514,  and  June  Release,  supra  note  la  at  85-90.  43 
FR  at  33521. 
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adopting  any  rule  or  regulation  “which 
would  impose  a  burden  on  competition 
not  necessary  or  appropriate  in 
furtherance  of  the  purposes  of  (the 
Act)." 

As  the  Commission  has  previously 
stated,  off-board  trading  restrictions 
impose  burdens  on  competition.** The 
purpose  of  this  proceeding  is  to  remove 
those  burdens  as  they  apply  to  Rule  19c- 
3  Securities.  However,  in  addition  to  the 
question  of  whether  the  burdens  on 
competitions  resulting  from  off-board 
trading  rules  generally,  as  they  would 
apply  to  Rule  19c-3  Securities,  are 
necessary  or  appropriate  in  furtherance 
of  the  purposes  of  the  Act.  the 
Commission  recognizes  that  proposed 
Rule  19c-3  may  raise  other  concerns. 

For  example,  since  the  scope  of 
proposed  Rule  19c-3  is  generally  limited 
to  securities  which  are  currently  traded 
exclusively  in  the  over-the-counter 
market.  Rule  19c-3  initially  would  affect 
primarily  specialists  on  those  exchanges 
which  derive  most  of  their  original 
common  stock  listings  ffom  the  over-the- 
counter  market,  as  well  as  such 
exchanges.  Specialists  who  are 
members  of  those  exchanges  will  be 
forced  to  compete  with  over-the-counter 
market  makers  for  order  flow  in  Rule 
19c-3  Securities,  whereas  specialists 
who  are  members  of  exchanges  deriving 
most  of  their  listings  from  other 
exchanges  would  at  least  initially  be 
less  subject  to  such  additional 
competition.  As  a  preminimary  matter, 
the  Commission  does  not  believe  that 
this  disparate  effect  should  pr^ude  the 
adoption  of  proposed  Rule  19c-3  or 
require  a  modiRcation  of  its  terms. 
However,  commentators  are  requested 
to  address  the  implications  of  this  effect 
as  well  as  any  other  concerns  relating  to 
the  impact  of  proposed  Rule  19c-3  on 
competition. 

C.  Scope  of  Proposed  Rule  19c-3 

Rule  19c-3  as  proposed  would  apply 
to  virtually  all  securities  listed  on  an 
exchange  for  the  Rrst  time  after  the  date 
of  this  release.  As  a  result,  although 
most  of  these  securities  would  be 
reported  securities  and  would  therefore 
be  the  subject  of  last  sale  and  quotation 
information  and  might  also  be  included 
in  market  linkage  systems,  some  small 
number  of  Rule  19c-3  Securities  would 
not  become  reported  securities.**  As  a 
preliminary  matter,  the  Commission 


”  Sev  DecemlxT  Release,  supra  note  9.  at  2. 41  FR 
at  4507;  |une  Release,  supra  note  10,  at  36.  42  FR  at 
3:i514;  fanuar)'  Statement,  supra  note  12,  at  39-40.  43 
FR  at  4360. 

**  Those  equity  securities  which  are  listed  solely 
on  regional  exchanges  and  which  do  not 
Bubstantially  meet  Amex  or  NYSE  listing  standards 
arc  not  eligible  to  be  reported  securities. 


questions  whether  the  absence  of  last 
sale  information  would  justify  the 
continuing  application  of  off-board 
trading  restrictions  to  those  few 
securities  in  light  of  the  perceived  anti¬ 
competitive  effects  of  those  rules.  The 
Commission  has,  however,  proposed 
Rule  19c-3  in  alternative  forms,  one  of 
which  would  be  applicable  to  all  Rule 
19c-3  Securities,  and  one  of  which 
would  be  applicable  only  to  Rule  19c-3 
Securities  which  are  reported  securities. 
Commentators  are  specifically 
requested  to  address  this  issue. 

D.  Issuer  Consideration  of  Whether  To 
Apply  for  Listing  With  Respect  to  Rule 
19C-3  Securities 

The  Commission  understands  that 
certain  issuers  whose  securities  are 
currently  traded  in  the  over-the-counter 
maricet  would  view  the  application  of 
the  Rule  to  their  securities  as  a  positive 
factor  in  determining  whether  to  list 
their  securities.  In  tUs  connection,  the 
Commission  is  interested  in  receiving 
the  views  of  those  issuers  whose 
common  stock  is  currently  traded 
exclusively  in  the  over-the-counter 
market  (and  who  meet  Amex  or  NYSE 
original  listing  requirements)  as  to 
whether  the  adoption  of  the  Rule  would 
cause  those  issuers  to  consider  listing. 

III.  Text  of  Proposed  Rule  and  Request 
for  Comment 

The  Securities  and  Exchange 
Commission  hereby  proposes  to  adopt 
Rule  19c-3  under  the  Act  [17  CFR 
§  240.19C-3]  pursuant  to  its  authority 
under  the  Securities  Exchange  Act  of 
1934  [15  U.S.C  78a  et  seq.,  as  amended 
by  Pub.  L  No.  94-29  (June  4, 1975)].  and 
particularly  Sections  2.  3,  6, 11,  llA.  17, 
19  and  23  thereof  [15  U.S.C.  78b.  78c.  78f. 
78k,  78k-l,  78q.  78s  and  78w].  This  rule  . 
proposal  is  intended  to  amend  the  rules 
of  national  securities  exchanges  to 
conform  those  rules  to  the  requirements 
of  the  Act  and  to  further  the  purposes  of 
the  Act.  particularly  the  protection  of 
investors,  the  maintenance  of  fair  and 
orderly  markets,  and  the  removal  of 
impediments  to  and  the  facilitation  of 
the  establishment  of  a  national  market 
system.  The  text  of  proposed  Rule  19c-3' 
is  as  follows: 

§  240.19C-3  Governing  off-board 
transactions  by  members  of  nationai 
securities  exhanges. 

The  rules  of  each  national  securities 
exchange  shall  provide  as  follows: 

(a)  No  rule,  sta'ed  policy  or  practice  of 
this  exchange  shall  prohibit  or 
condition,  or  be  construed  to  prohibit, 
condition  or  otherwise  limit,  directly  or 
indirectly,  the  ability  of  any  member  to 


effect  any  transaction  otherwise  than  on 
this  exchange  in  any  [reported  security] 
[equity  security  or  class  of  equity 
securities]  **  listed  and  registered  on  this 
exchange  or  as  to  which  unlisted  trading 
privile^s  on  this  exchange  have  been 
extended  (other  than  a  put  option  or  call 
option  issued  by  the  Options  Clearing 
Corporation)  which  is  not  a  covered 
security. 

(b)  For  purposes  of  this  rule,  (1)  The 
term  “Act"  shall  mean  the  Securities 
Exchange  Act  of  1934.  ^8  amended. 

(2)  The  term  “exchange"  shall  mean  a 
national  securities  exchange  registered 
as  such  with  the  Securities  and 
Exchange  Commission  pursuant  to 
Section  6  of  the  Act. 

(3)  The  term  “covered  security"  shall 
mean 

(i)  Any  equity  security  or  class  of 
securities  which — 

(A)  Was  listed  and  registered  on  an 
exchange  on  April  26. 1979,  and 

(B)  Remains  listed  and  registered  on 
at  least  one  exchange  continuously 
thereafter; 

(ii)  Any  equity  security  or  class  of 
equity  security  which 

(A)  Is  traded  on  one  or  more 
exchanges  on  April  26. 1979,  pursuant  to 
unlisted  trading  privileges  permitted  by 
section  12(f)(1)(A)  of  the  Act  and 

(B)  Remains  traded  on  any  such 
exchange  pursuant  to  such  unlisted 
trading  privileges  continuously 
thereafter. 

(iii)  Any  equity  security  or  class  of 
equity  securities  listed  and  registered  on 
an  exchange  after  April  26, 1979,  issued 
in  connection  with  a  statutory  merger, 
consolidation  or  similar  plan  of 
reorganization  (including  a 
reincorporation  or  change  of  domicile) 
in  exchange  for  an  equity  security  or 
class  of  equity  securities  described  in 
subparagraphs  (b)(3)(i)  or  (b)(3)(ii)  of 
this  rule. 

(4)  The  terra  "reported  security”  shall 
mean 

(i)  Any  equity  security  or  class  of 
*  equity  securities  designated  as 

“qualified  sectuities"  pursuant  to 
section  llA(a)(2)  of  the  Act  and  for 
which  transaction  reports  are  required 
to  be  collected,  processed  and  made 
available  pursuant  to  §  240.1lAa3-l 
([proposed]  Rule  llAa3-l  under  the 
'  Act);  and 

(ii)  Any  other  equity  security  or  class 
of  equity  securities  for  which 
transaefion  reports  are  required  to  be 
collected,  processed  and  made  available 
pursuant  to  any  effective  transaction 
reporting  plan. 


**If  the  propoaed  rule  is  to  cover  all  equity 
securities  or  classes  of  equity  security  (other  then 
options)  newly  listed  on  exchanges,  delete 
subparagraphs  (b)(4).  (5).  and  (6). 
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(5)  The  term  “transaction  report”  shall 
mean  a  report  containing  the  price  and 

'  volume  associated  with  a  completed 
transaction  involving  the  purchase  or 
sale  of  a  security. 

(6)  The  term  “effective  transaction 
reporting  plan"  shall  mean  any  plan  for 
collecting,  processing  and  making 
available  transaction  reports  with 
respect  to  transactions  in  reported 
securities  approved  by  the  Commission 
pursuant  to  §  240.1lAaa-l  ([proposed] 
Rule  llAa3-l  under  the  Act). 

(Secs.  Z  3.  6. 11. 17. 19.  23.  Pub.  L  7S-291.  48 
Slat.  881,  882,  885,  891,  897. 898,  901,  as 
amended  by  Secs.  2,  3, 4, 6, 14, 16, 18,  Pub.  L 
94-29,  89  Stat.  97. 104, 110, 137. 146, 155  (15 
U.S.C.  78b.  78c.  78f.  78k.  79q.  788.  78w.  as 
emended  by  Pub.  L  94-29  (June  4, 1975]);  Sec. 
7.  Pub.  L  94-29,  89  Stat  111  (15  U.S.C.  78k-l)) 

As  indicated  above,  interested 
persons  are  invited  to  submit  written 
presentations  of  views,  data  and 
argtiments  concerning  proposed  Rule 
19c-3  and  the  issues  discussed  above 
(including  written  presentations 
responding  to  written  or  oral 
presentations  of  others).  Persons 
wishing  to  appear  at  the  public  hearings 
should  contact  Andr4  Weiss,  Division  of 
Market  Regulation,  Room  390,  Securities 
and  Exchange  Commission,  500  North 
Capitol  Street,  Washington,  D.C.  20549, 
(202)  376-7470,  not  later  than  June  1. 
1979.  The  public  hearings  will  be  held 
beginning  June  20, 1979,  at  10:00  a.m.,  in 
Room  776  at  the  above  address.  Persons 
intending  to  appear  at  the  hearings 
should  submit  the  text  of  any  prepared 
.statements  not  later  than  four  business 
days  prior  to  their  appearance  and  are 
invited,  at  the  time  of  their  appearance, 
to  make  copies  of  their  statements 
available  to  interested  persons 
attending  the  hearings.  Written 
presentations  of  views,  data  and 
arguments  should  be  submitted  not  later 
than  June  15, 1979  and  written 
presentations  responding  to  the  written 
or  oral  presentations  of  others  should  be 
submitted  not  later  than  July  22. 1979.” 
All  submissions,  together  with  the 
transcripts  of  the  public  hearings,  will 
be  available  for  public  inspection  at  the 
Commission’s  Public  Reference  Room, 
Room  6101, 1100  L  Street.  N.W., 
Washington,  D.C. 

”  Although,  as  a  matter  of  practice,  the 
Commission  has.  in  its  discretion,  accepted 
comments  submitted  in  connection  with  its 
rulemaking  proceedings  after  the  specified  comment 
period,  the  Commission  wishes  to  explicitly  note 
that,  in  connection  with  this  proceeding,  comments 
submitted  after  |uly  22. 1979,  will  not  be  accepted  as 
a  part  of  the  record  or  considered  by  the 
Commission  unless  the  comment  period  is  formally 
extended. 


By  the  Commission. 

Caoffs  A  FHssinmiaat, 

Secretory. 

April  26, 1979. 

(ReleaM  No.  34-15780:  File  No.  4-220) 
(FR  Doc.  70-13050  Filed  5-3-70: 8:45  am) 
WLLINO  CODE  SOIIHII-M 


[17  CFR  Part  240] 

Price  Protection  for  Public  Limit 
Orders 

agency:  Securities  and  Exchange 
Commission. 

action:  Proposed  rulemaking. _ 

SUMMARY:  The  Commission  proposes  to 
adopt  a  rule  providing  protection  for  all 
displayed  public  limit  orders  against 
executions  at  inferior  prices  by  requiring 
satisfaction  of  those  orders  at  their  limit 
prices  (or,  under  certain  circumstances, 
the  transaction  price).  The  proposal  is 
part  of  the  Commission’s  program  to 
facilitate  the  establishment  of  a  national 
market  sytem. 

DATES:  Comments  should  be  submitted 
on  or  before  July  15. 1979. 

ADDRESSES:  Persons  wishing  to  submit 
written  views,  data  and  arguments 
should  ffle  ten  copies  thereof  with 
George  A.  Fitzsimmons,  Secretary, 
Securities  and  Exchange  Commission, 
Room  892,  500  North  Capitol  Street, 
Washington,  D.C.  20549.  All  submissions 
should  refer  to  File  No.  S7-778  and  will 
be  available  for  public  inspection  at  the 
Commission’s  Public  Reference  Room, 
Room  6101, 1100  L  Street,  NW., 
Washington,  D.C. 

FOR  FURTHER  INFORMATION  CONTACT: 

Brandon  Becker,  Division  of  Market 
Regulation,  Securities  and  Exchange 
Commission,  Room  321,  500  North 
Capitol  Street,  Washington,  D.C.  20549 
(202)  755-8749. 

SUPPLEMENTARY  INFORMATION:  The 

Securities  and  Exchange  Commission 
announced  today  that,  as  part  of  its 
program  to  facilitate  the  establishment 
of  a  national  market  system,  it  has 
published  for  comment  proposed  Rule 
llAcl-3  (17  CFR  §  240.11AC1-3)  under 
the  Securities  Exchange  Act  of  1934  (the 
“Act")  (15  U.S.C.  78a  et  seq.,  as 
amended  by  Pub.  L  No.  94-29  (June  4, 
1975)],  which,  if  adopted,  would  require 
inter-market  price  protection  for  all 
displayed  public  limit  orders  in  certain 
securities.  'The  proposed  rule,  which 
would  apply  to  transactions  in  securities 
covered  by  the  rule  executed  by  brokers 
and  dealers  on  and  after  July  1, 1981, 
would  require  any  broker  or  dealer 
executing  a  transaction  in  a  security 
covered  by  the  rule  at  a  price  inferior  to 


the  price  of  any  displayed  public  limit 
orders  to  satisfy  those  orders  either 
simultaneously  with,  or  immediately 
after,  such  an  execution. 

.L  Background 

Protection  for  limit  orders — 
particularly  public  limit  orders — has 
been  a  matter  of  active  Commission 
concern  and  study  for  a  number  of 
years.  During  that  time,  the  Commission 
has  considered,  and  received  substantial 
public  comment  on,  various  regulatory 
proposals  and  suggested  data  processing 
and  communications  facilities  designed 
to  achieve  comprehensive  inter-market 
protection  for  limit  orders.  In  publishing 
proposed  Rule  ilAcl-3  for  comment,  the 
Commission  has  given  careful 
consideration  to  those  earlier  proposals 
and  the  comments  received  in  response 
thereto,  and  has  preliminarily 
determined  that  the  proposed  rule  is 
necessary  in  order  to  provide  a  basis  for 
the  type  of  mandatory  inter-market 
order  interaction  which  is  appropriate  at 
this  stage  in  the  evolution  of  a  national 
market  system. 

As  early  as  1973,  the  Commission,  in 
its  Policy  Statement  on  the  Structure  of 
a  Central  Market  System,  called  for  the 
implementation  of  certain  rules  designed 
to  “[tie]  the  individual  market  centers 
together”  and  thereby  “reduce  or 
eliminate  market  fragmentation."  '  One 
of  those  rules,  the  so-called  “auction 
trading"  rule,  would  have  provided  for 
“price  priority  protection  for  all  public 
orders  throu^  the  [national  market] 
system"  and  would  have  required 
satisfaction  of  public  limit  orders  prior 
to  execution  of  “any  transaction 
anywhere  else  in  the  system  at  an 
inferior  price  (a  lower  price,  in  the  case 
of  a  bid,  or  a  higher  price,  in  the  case  of 
an  offer).”  * 

In  1975,  following  enactment  of  the 
Securities  Acts  Amendments  of  1975 
(the  “1975  Amendments’’),*  the 

'  SEC,  Policy  Statement  on  the  Structure  of  a 
Central  Market  System,  Securities  Exchange  Act 
Release  No.  10076  (March  29. 1973).  at  17-18 
(“Policy  Statement"). 

'Policy  Statement,  supra  note  1,  at  18-19. 

'Pub.  L  No.  94-29  (June  4. 1975).  The  1975 
Amendments,  among  other  things,  amended  the  Act 
by  adding  Section  llA  which  directed  the 
Commission  to  facilitate  the  establishment  of  a 
national  market  system  in  accordance  with  certain 
Congressional  findings  and  objectives.  See  Sections 
llA  (a)  (1)  and  (2)  of  the  Act  (15  U.S.C.  78k-l  (a)(1) 
and  (a)(2)j.  The  l^slative  history  of  the  1975 
Amendments  indicates  a  clear  Congressional 
interest  in  the  achievement  of  protection  for  public 
limit  orders.  The  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs  (“Senate  Committee") 
stated  in  its  report  on  S.  249  regarding  the  national 
market  system  provisions  of  that  bill  (which  were 
incorporated  in  the  1975  Amendments)  that: 

(W]ith  respect  to  securities  which  are  suitable  for 
auction  trading,  the  Committee  believes  every  enbrt 
Footnot«s  continued  on  next  page 
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Commission  further  addressed  the  need 
for  inter-market  limit  order  protection. 

In  its  release  announcing  adoption  of 
Rule  19c-l  under  the  Act  (17  CFR 
S  240.19C-1).  which  amended  exchange 
off-board  trading  restrictions  to  permit 
exchange  members  to  execute  agency 
transactions  in  listed  securities  over-the- 
counter  with  qualified  third  market 
makers  or  non-member  block 
positioners,  the  Commission  stated: 

The  Commission  believes  that  public  limit 
orders  and  the  intended  function  of  the 
specialist's  limit  order  book  have  important 
roles  in  our  securities  markets,  and  that 
displacement  of  proposed  transactions 
between  securities  customers  (or  their 
brokers)  and  market  makers  by  such  orders, 
under  certain  circumstances,  is  appropriate  in 
the  public  interest  and  for  the  protection  of 
investors  to  ensure  the  fairness  of  the 
markets  and  an  opportunity  for  public  orders 
to  meet  without  the  participation  of  a  dealer.* 

The  Commission  then  called  for  the 
development  of  a  computerized  central 
limit  order  repository,  or 

Composite  book  [which]  would  permit  the 
effective  integration  of  existing  market 
makers  (both  exchange  and  third  market)  by 
ensuring  continuation  and  extension  of  the 
public’s  ability  to  obtain  priority  in  competing 
for  executions  [and]  provide  brokers  and 
dealers  with  an  efficient  and  practical  means 
by  which  all  limit  orders,  regardless  of  origin, 
can  be  protected  on  a  national  basis.* 

The  Commission  also  indicated  its  belief 
that,  once  such  a  composite  book  was  in 
place. 

All  transactions,  regardless  of  size,  should 
be  required  to  satisfy  orders. on  that  book  at 
the  same  or  a  a  better  price  either 
immedately  before,  simultaneously  with  or 
immediately  after  execution.* 

In  March  1976,  the  Commission  and 
the  National  Market  Advisory  Board 
(“NMAB”)  ^  issued  a  release  jointly 


Footnotes  continued  from  last  page 
should  l>e  made  to  design  the  national  market 
system  in  such  a  way  that  public  investors  in  these 
securities  receive  the  benefits  and  protections 
associated  with  auction-type  trading. 

Senate  Comm,  on  Banking.  Housing  and  Urb. 
Affs..  Report  to  Accompany  S.  ^40,  S.  Rep.  No.  94- 
75. 94th  Cong..  1st  Sess.  16  (1975)  (“Senate  Report”), 
reprinted  in,  (1975)  U.S.  Code  C(^  k  Ad.  News 
179, 194-95.  One  important  benefit  which  the  Senate 
Committee  found  public  investors  would  enfoy 
when  trading  in  an  ideal  auction-type  market  as 
opposed  to  a  purely  dealer  market  was  that 

*  *  *  limited  price  orders  (of  investors]  would 
have  to  be  satisfied  before  any  transaction  could  be 
effected  *  *  *  by  any  participant  in  that  market  at 
a  price  less  favorable  to  the  other  party  (than  the 
limit  order  price). 

Id.,  (1975)  U.S.  Code  Cong.  A  Ad.  News  at  194. 

*  Securities  Exchange  Act  Release  No.  11942 
(December  19. 1975)  ("December  Release”),  at  49, 41 
FR  4507,  4519  (footnote  omitted). 

*  December  Release,  Bupra  note  4,  at  49-50, 41  FR 
at  4510  (footnote  omitted). 

*/</.  at  Sa  41  FR  at  4520. 

’The  NMAB  was  established  by  the  Commission, 
in  accordance  with  Section  llA(d)(l)  of  the  Act  (15 


soliciting  public  comments  on  certain 
issues  relating  to  the  development  and 
implementation  of  a  composite  book, 
including  the  policy  and  technical 
questions  .associated  with  certain 
speciffed  characteristics  of  any 
composite  book.*  In  that  release,  the 
Commission  and  the  NMAB  also  sought 
comment  on  possible.altemative 
approaches  to  achieving  “the  goals 
sought  in  the  composite  book 
project,  *  *  *” '^tensive  written 
comments  were  received  from  numerous 
individuals,  firms  and  self-regulatory 
organizations.  In  addition,  the  NMAB, 
following  extensive  deliberations  on 
issues  associated  with  the  development 
of  (and  alternatives  to)  a  composite 
book,  provided  comprehensive  written 
comments  on  these  issues  to  the 
Commission  in  January  1977.** 


U.S.C.  78k-l(dKl)l.  on  September  30, 1975.  and 
conducted  public  meetings  on  a  regular  basis 
between  October  1, 1975.  and  December  30, 1977. 

Section  llA(d)  of  the  Act  (15  U.S.C  78k-l(d)]. 
added  by  the  1975  Amendments,  directed  the  NMAB 
to  furnish  to  the  Commission  its  views  on  significant 
regulatory  proposals  made  by  the  Commission  or 
any  self-re^atory  organization,  concerning  the 
establishment  operation  or  regulation  of  the 
securities  markets.  The  1975  Amendments  also 
directed  the  NMAB  to  recommend  to  the  I 
Commission  the  steps  it  found  appropriate  to 
facilitate  the  establishment  of  a  national  market 
system  and  to  study  the  possible  need  for  modifying 
the  Act’s  scheme  of  self-regulation  so  as  to  adapt  it 
to  a  national  market  system  (including  the  possible 
need  to  establish  a  new  self-regulatory  organization 
to  administer  the  national  market  system). 

In  addition  to  its  report  to  the  Congress  of  the 
results  of  its  study  of  self-regulation,  the  NMAB 
submitted  to  the  Conunission  its  views  on  a  number 
of  issues  associated  with  the  establishment  of  a 
natioful  market  system,  including  the  desirability 
and  feasibility  of  a  composite  limit  order  book. 

'Securities  Exchange  Act  Release  No.  12159 
(March  2. 1978),  41  FR  19274. 

•Id.  at  13. 41  FR  at  19277. 

"These  corrunents  are  contained  in  File  No.  S7- 
819. 

“  See  letter  from  the  Natiorul  Market  Advisory 
Board  to  the  Chairman  and  the  Commissioners  of 
the  Securities  atul  Exchange  Commission,  dated 
(anuary  28, 1977  ("NMAB  Letter”).  In  that  letter,  the 
NMAB  strongly  endorsed  the  general  concept  of 
limit  order  protection: 

(PJrotection  of  limit  orders  to  the  maximum  extent 
practical  is  a  desirable  objective  in  and  of  itself. 
Limit  orders,  which  constitute  a  signficant  portion  of 
the  orders  placed  with  respect  to  listed  securities, 
not  only  serve  a  useful  purpose  for  investors  but 
also  contribute  to  the  streni)^  and  orderliness  of  the 
market.  They  provide  depth  and  liquidity  (i)  by 
facilitating  stabilizing  trades  (sales  in  rising  markets 
and  purchases  in  falling  markets)  at  prices 
reasonably  related  to  preceding  trades,  (ii)  by 
facilitating  the  assembly  of  the  opposite  side  of 
‘block  transactions',  and  (iii)  by  narrowing  the 
spread  between  the  bid  and  asked. 

Providing  system-wide  protection  of  limit  orders 
would  also  help  to  reduce  market  ‘fragmentation’  (in 
the  sense  of  failure  of  the  best  bid  to  meet  the  best 
offer)  by  significantly  reducing  the  possibility  of  a 
transaction  occurring  in  any  market  at  a  price 
outside  the  spread  of  the  limit  orders  in  the  system 
without  satisfying  the  better  bids  and  offers 
represented  by  such  limit  orders.  Certain  means  of 
system-wide  protection  of  limit  orders  could  also 


On  January  26, 1978,  the  Commission 
issued  a  statement  (the  “January 
Statement”)  on  the  development  of  a 
national  market  system  in  which  it  set 
forth  its  views  as  to  those  steps  which 
should  be  taken  to  facilitate 
development  of  the  kind  of  national 
market  system  envisioned  by  the 
Congress  and  mandated  by  the  1975 
Amendments.**  With  respect  to  the  need 
for  limit  order  protection,  the 
Commission,  after  considering  the 
numerous  comments  received 
.concerning  the  Commission's  suggestion 
for  a  composite  book  as  well  as  the 
views  of  ^e  NMAB,  requested  the  self- 
regulatory  organizations  to  take  joint 
action 

To  develop  and  implement  a  central  limit 
order  file  (the  ‘Central  File')  for  public  agency 
orders  to  buy  and  sell  qualified  securities  in 
specified  amounts  at  si>eciried  prices  (‘public 
limit  orders').** 

The  Commission  described  the 
objectives  and  method  of  operation  of 
the  proposed  Central  File  as  follows: 

The  objectives  of  a  Central  File  are 
relatively  simple:  to  make  available  a 
mechanism  in  which  public  limit  orders  can 
be  entered  and  queu^  for  execution  in 
accordance  with  the  auction  trading 
principles  of  price  and  time  priority  and  by 
means  of  which  such  orders  can  be  assur^ 
of  receiving  an  execution  prior  to  the 
execution  of  any  other  order  by  a  broker  of 
dealer  at  the  same  or  an  inferior  price  *  *  *. 

Public  limit  orders  would  assume  their 
place  in,  and  have  an  equal  opportunity  to 
achieve  an  execution  throughouL  that  system 
without  regard  to  the  market  or  geographical 
location  from  which  those  orders  were 
entered  or  in  which  other  transactions 
required  to  yield  priority  to  orders  in  the 
Central  File  were  effected.  Execution  priority 
for  orders  entered  in  the  Central  File  over  aU 
other  orders  would  be  required  by  rule.  '* 

The  Commission  then  requested  each 
self-regidatory  organization  to  inform 
the  Commission  of  its  willingness  to 
undertake  joint  implementation  of  a 
Central  File  and  urged  the  self- 
regulatory  organizations  to  submit  a 


serve  to  enhance  competition  by  affording  wider 
access  to  information  about  limit  orders  and  a 
greater  opportunity  for  specialists  and  market 
makers  to  compete  in  providing  the  other  side  of 
limit  orders. 

NMAB  Letter  at  7-8  (footnote  omitted).  The 
NMAB  commented  favorably  on  industry  efforts  to 
develop  alternatives  to  a  composite  book  but  stated 
that 

*  *  *  (s]ince  it  is  not  clear  that  a  suitable 
alternative  can  be  found  and  agreed  upon  within  (a 
few  months),  the  (NMAB)  recommends  that  the 
Commission  pursue  its  analysis  aiui  decision¬ 
making  process  with  respect  to  a  composite  book 
while  industry  efforts  are  proceeding. 

Id.  at  26. 

"Securities  Exchange  Act  Release  No.  14416 
(January  28, 1978).  43  FR  4354. 

"/(/.  at  34, 43  ni  at  4359  (footnote  omitted). 

"/(/.  at  34-38,  43  FR  at  4359  (footnote  omitted). 
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joint  plan  for  its  design,  construction 
and  operation.  “ 

In  response  to  this  request,  the 
Commission  received  several  proposals 
describing  alternative  means  of 
achieving  the  goal  of  inter-market  limit 
order  protection.  The  National 
Association  of  Securities  Dealers,  Inc. 
(“NASD")  submitted  a  “Technical  Plan 
for  the  Development  of  a  National 
Market  System”  ("Technical  Plan”) 
describing  an  electronic  facility  (based 
upon  the  technology  and  computer 
facilities  of  the  existing  NASDAQ 
electronic  inter-dealer  quotation  system)* 
functionally  similar  to  the  Central  File 
proposed  by  the  Commission  in  the 
January  Statement.  The  Technical  Plan 
proposed  that  all  qualihed  brokers 
would  be  permitted  to  enter  limit  orders 
into  the  facility  for  execution  by 
qualified  market  makers  based  upon 
price  and  time  priority  within  the 
system.  The  NASD’s  Board  of 
Governors,  however,  expressly  reserved 
judgment  on  the  policy  and  regulatory 
issues  associated  with  the 
implementation  of  the  facility  described 
in  the  Technical  Plan,  stating  that 
further  study  was  necessary  to 
determine  whether  exclusion  of  non¬ 
public  limit  orders  from  the  Central  File 
and  whether  protection  of  orders 
entered  in  the  File  against  executions  at 
the  same  price  as  well  as  executions  at 
an  inferior  price  would  be  appropriate. 

Most'other  self-regulatory 
organizations  opposed  creation  of  a 
Central  File  as  described  in  the  January 
Statement.  These  commentators  argued 
that  the  kind  of  priority  proposed  to  be 
afforded  public  limit  orders  entered  into 
the  Central  File  **  would  have 
significant  and  deleterious  effects  on  the 
exchange  trading  process.  In  essence, 
these  commentators  asserted  that  such  a 
preference  for  public  limit  orders  would 
provide  a  major  trading  advantage  to 
those  orders,  thereby  creating  a 
disincentive  to  the  commitment  of 
market  making  capital  by  dealers,  and 
would  eventually  lead  to  the  elimination 
of  exchange  trading  floors  by  inexorably 
forcing  all  trading  into  a  fully  automated 


“/</.  at  36,  43  FR  at  4359. 

'*ln  the  January  Statement,  the  Commission 
stated  that:  iijt  currently  appears  that,  for 
technological  among  other  reasons,  it  may  be 
appropriate  to  confine  the  capacity  to  execute 
against  public  limit  orders  in  the  Central  File  to 
persons  performing  market  making  functions  in  a 
qualified  market.  U.,  43  FR  at  4359. 

’’See  letter  Irom  Cordon  S.  Macklin,  President 
NASD,  to  Geoige  A.  Fitzsimmons.  Secretary,  SEC 
May  30. 1978,  contained  in  Rle  No.  S7-735-A. 

**10  the  January  Statement  the  Commission 
proposed  that  public  limit  orders  entered  in  the 
Central  Pile  would  have  absolute  priority  over  all 
other  orders  at  the  same  price.  See  January 
Statement  tupra  note  12.  at  35-38,  43  FR  at  4359. 


trading  system.  ”  In  addition,  several 
self-regulatory  organizations  suggested 
that,  in  lieu  of  the  immediate 
implementation  of  a  Central  File,  the 
Commission  should  permit  the 
participants  in  the  Intermarket  Trading 
System  (“ITS”)  “  sufficient  time  to 
attempt  to  provide  limit  order  protection 
on  an  inter-market  basis  using  the  ITS. 
Specifically,  the  New  York  Stock 
Exchange,  Ina  (“NYSE")  and  the  MSE 
submitted  proposals  which  envisioned 
the  electronic  dissemination  and  display 
of  limit  order  information  from  each 
market  center  and  use  of  the  ITS  to 
assure  inter-market  price  protection  of 
displayed  limit  orders  in  any  market^' 

'l^e  NYSE  and  MSE  proposals  did. 
however,  differ  in  their  treatment  of  the 
question  of  whether  or  not  intermarket 
price  protection  should  be  mandatory. 
The  NYSE,  on  the  one  hand,  suggested 
that  such  protection  should  be  provided 
on  a  voluntary  basis  rather  than  by  the 
imposition  of  a  rule.  The  NYSE  stated: 

Undoubtedly  competitive  pressures  will 
force  each  market  center's  participants  to 
reach  out  through  ITS  for  better  prices,  rather 
than  to  effect  executions  in  their  own  market 
centers  at  inferior  prices.  The  (NYSE],  for  its 
part,  will  also  strongly  encourage  its 
members  to  reach  through  ITS  any  time  a 
better  price  is  available  anywhere  in  the 
system.  These  pressures,  consistent  with  an 
agent’s  responsibilities  to  his  customer,  will 
protect  limit  orders  throughout  the  system 
against  transactions  at  inferior  prices.^ 

The  MSE  disagreed,  ai^uing  that 
“competitive  pressures  alone  [would  not 
provide)  sufficient  impetus  for  market 
particijmnts  to  change  voluntarily  the 
manner  in  whicn  and  location  at 
which  they  trade.” “Instead,  the  MSE 
called  for  the  adoption  of  a  Commission 
rule  requiring  protection  of  all  displayed 


'*See,  e.g..  letter  from  Richard  B.  Walbert, 
PreaidenC  Midwest  Stock  Exchange,  inc.  ("MSE"!, 
to  Geoige  A.  Fitzsimmons.  Secretary.  SEC 
November  24, 197S  (“MSE  Letter"!,  at  34-38. 
contained  in  File  No.  S7-735-A. 

**The  ITS  is  an  inter-maiket  communications 
linkage,  implemented  jointly  by  several  exchanges 
in  1978  pursuant  to  a  plan  approved  by  the 
Commisaion  (15  U.S.C  78k-l(aM3)(BJJ.  which 
provides  facilities  and  procedures  for  the  routing  of 
orders  for  the  purdiase  and  sale  of  multiply-traded 
senuities  between  market  centers  for  executive.  . 
See  Securities  Exchange  Act  Release  Nos.  14661 
(April  14. 1978]  and  15056  (August  11. 1978).  43  FR 
17419  and  36732.  All  Self-regulatory  oiganizr.dons 
other  than  the  Cincinnati  Stock  Exchange  (‘  CSE"J 
and  the  NASO  are  participating  in  the  ITS  and  405 
securities  are  currently  traded  through  the  system. 
The  ITS  participants  expect  that  500-600  securities 
will  be  traded  in  the  system  by  July  1. 1979,  and 
discussions  are  continuing  between  the  ITS 
participants  and  the  NASD  regarding  linking  “third 
market"  dealers  through  the  ITS. 

"  See  letter  from  James  E  Buck,  Secretary,  NYSE, 
to  George  A.  Fitzsimmnns.  Secretary.  SEC,  May  31, 
1978  (“NYSE  Letter"):  MSE  Letter,  supra  note  19. 
Both  letters  are  contained  in  File  Na  S7-735-A. 

“  NYSE  Letter,  supra  note  21,  at  25. 

”MSE  Letter,  supra  note  19,  at  43. 


limit  orders  against  executions  at 
inferior  prices." 

On  March  22, 1979,  the  Commission 
issued  a  release  on  the  development  of  a 
national  market  system  in  which  it 
assessed  the  progress  made  during  the 
past  year  toward  achievement  of  a 
national  market  system  and  indicated 
the  Commission's  views  as  to  those 
issues  which  next  should  be  resolved 
and  those  steps  which  next  should  be 
taken  to  continue  progress  towards  that 
system,®  In  that  Status  Report,  the 
Commission  indicated  that  it  was 
refocusing  its  attention  from  immediate 
implementation  of  the  type  of  Central 
File  described  in  the  January  Statement 
to  near-term  achievement  of  nationwide 
price  protection  for  all  public  limit 
orders,  llie  Commission  stated: 

While  the  Commission  cannot  predict 
accurately  the  consequences  of  implementing 
a  limit  order  protection  system  based  on 
affording  orders  in  a  Central  File  priority  over 
all  other  buying  and  selling  interest,  the 
Commission  recognizes  the  possibility  that 
introduction  of  a  system  based  upon  the 
absolute  time  priority  concept  could  have  a 
radical  and  potentially  disruptive  impact  on 
the  trading  process  as  it  exists  today. 
Therefore,  industry  and  Commission  efforts 
should  be  concentrated  on  the  achievement 
of  nation-wide  price  protection  for  all  public 
limit  orders  based  upon  the  principle  of  price 
priority. 

The  Commission  believes  that  nationwide 
price  protection — whereby  any  appropriately 
diplayed  public  limit  order  for  a  qualifled 
security  is  assured  of  receiving  an  execution 
prior  to  any  execution  by  a  broker  or  dealer 
at  an  inferior  price — should  be  a  basic 
characteristic  of  a  national  market  system.  ^ 

In  addition  to  establishing  inter- 
market  limit  order  price  protection  as  a 
near-term  national  market  system 
objective,  the  Commission  indicated  its 
willingness  to  permit  the  ITS 
participants  to  experiment  with  and 
enhance  that  system  as  a  means  of 
providing  price  protection.  The 
Commission  requested  that  each  of  the 
self-regulatory  organizations  commit  to 
working  actively  together  to  develop 
and  implement  a  joint  plan  which,  at  a 
minimum,  would  call  for  establishing  a 
pilot  program  for  providing  price 
protection  for  a  limited  number  of 


**ld  8142-^3. 

**Securitie8  Exchange  Act  Release  No.  15671 
(March  22. 1979)  (“StaUis  Report").  44  FR  20360. 

**U.  at  IS-lft  44  FR  at  20362-63  (footnotes 
omitted).  The  Commission  stated  that  for  purposes 
of  determining  which  orders  are  to  be  afforded 
inter-Burket  price  protection,  the  term  "public  limit 
order”  should  be  construed  as  any  limit  order  to 
purchase  or  sell  a  qualified  security  not  for  the 
proprietary  account  of  a  broker  or  dealer  or  any 
person  aseociated  with  a  broker  or  dealer  which  in 
entered  into  a  market  center's  limit  order  repository 
(whether  that  be  a  specialist's  book  or  some  other 
similar  mechanism)  and  displayed  in  other  market 
centers.  LL  at  19.  n.  24,  44  FR  at  20362.  n.  24. 
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multiply-traded  securities  by  the  end  of 
calendar  year  1980.” 

Finally,  the  Commission  indicated  its 
intention  to  propose  a  rule  requiring 
mandatory  price  protection  on  an  inter¬ 
market  basis.  The  Commission  stated  . 
that  the  proposed  rule 

(would  have]  an  effective  date  sufficiently 
distant  to  affoid  time  for  the  industry  to 
design  and  put  in  place  procedures  and 
facilities  needed  to  assure  price  protection  for 
dll  public  limit  orders  in  qualified  securities.** 

II.  Discussion 

A.  Description  of  Proposed  Rule 

The  proposed  price  protection  rule. 
Rule  llAcl-3  under  the  Act  (17  CFR 
S  240.1lAcl-3),  would  require  that  all 
public  limit  orders**  which  are  collected 
in  a  particular  market  center  **  and 
disseminated  by  that  market  center  for 
display  in  other  market  centers 
(“displayed  public  limit  orders’*),  receive 
intermarket  price  protection  against 
executions  at  inferior  prices.  The 
proposed  rule  would  prohibit  any  broker 
or  dealer,  on  and  after  the  effective  date 
of  the  rule,  from  executing  a  transaction 
in  any  market  center,  in  any  security 
subject  to  its  provisions,  at  a  transaction 
price*'  inferior  to  the  price  of  any 
displayed  public  limit  order  unless  that 
broker  or  dealer,  either  simultaneously 
with  or  immediately  after  execution  of 
the  transaction,  satisfies  all  such 
displayed  public  limit  orders  which  are 
at  superior  prices.** 


”  Id.  at  23-24.  44  FR  at  20383. 

**/(/.  at  25.  44  FR  at  20363. 

**1116  term  “public  limit  order"  would  be  defined 
to  mean  any  limit  order  for  the  account  of  any 
person  other  than  a  registered  broker  or  dealer  or 
an  associated  person  of  a  registered  broker  or 
dealer.  As  discussed  more  fully  in  note  49  infra,  the 
Commission  specifically  solicits  public  comment  on 
the  appropriateness  of  this  definition. 

*'’The  term  “market  center"  would  be  defined  to 
mean,  with  respect  to  any  reported  security.  (I)  any 
exchange  on  which  or  throu^  whose  facilities 
transactions  in  that  security  are  executed,  and  (ii) 
any  third  market  marker  who  executes,  in  that 
capacity,  transactions  in  that  security. 

The  term  “transaction  price”  would  be  defined 
to  mean,  with  respect  to  a  transaction  in  a  reported 
security,  the  price  of  that  transaction  required  to  be 
reported  pursuant  to  a  transaction  reporting  plan 
approved  by  the  Commission  pursuant  to  proposed 
Rule  llAa3-l  under  the  Act  (17  CFR  i  240.11Aa3-l| 
(exclusive  of  any  commission,  commission 
equivalent  or  differential  charged  in  connection 
with  the  transaction). 

’’Nothing  in  the  proposed  rule,  however,  would 
prevent  a  broker  or  dealer  from  satisfying  all 
displayed  public  limit  orders  at  superior  prices  to 
his  proposed  transaction  price  prior  to  the  execution 
of  the  transaction  (sometimes  referred  to  as 
“walking  down  the  book")  so  that  at  the  time  of 
Execution,  no  such  orders  would  remain  at  superior 
prices  (and.  therefore,  the  broker  or  dealer  would 
have  no  obligations  under  the  proposed  rule). 
However,  in  situations  where  the  proposed 
transaction  price  is  sufTiciently  away  from  the 
market  so  that  the  “gap  print  pricing"  provisions  of 
the  price  protection  rule  would  be  triggered  if  the 


The  prices  at  which  the  displayed 
public  limit  orders  would  be  satisfied 
would  depend  upon  the  relation  of  the 
proposed  transaction  price  to  the  best 
bid  and  offer  made  available  by  a 
maricet  center  under  the  Commission’s 
quotation  rule.  Rule  llAcl-1  under  the 
Act  (17  CFR  S  240.11Ac1-1).  If  the 
transaction  price  is  not  more  than  Vk 
point  outside  the  best  quotation  (/.e., 
lower  than  the  highest  bid  or  higher  than 
the  lowest  offer),  all  displayed  public 
limit  orders  at  superior  prices  would  be 
satisfied  at  their  limit  prices:  if  the 
transaction  price  is  Vt  point  or  more 
outside  the  best  quotation,  all  displayed 
public  limit  orders  at  superior  prices 
would  be  satisfied  at  the  transaction 
price.** 

Coverage  of  the  proposed  rule  would 
be  limited  to  reported  securities  ** 
included  in  a  market  linkage  system 
implemented  or  operated  in  accordance 
with  a  plan  approved  by  the 
Commission  under  Section  llA(a)(3)(B) 
of  the  Act  (15  U.S.C.  78k-l(a)(3)(B)J.** 
The  rule  would  therefore  cover  all 
securities  included  in  the  ITS,  the  only 
market  linkage  system  implemented 
thus  far  pursuant  to  a  Section 


broker-dealer  did  not  “walk  down  the  book."  the 
CommiMion  expects,  if  the  proposed  rule  is 
adopted,  to  encourage  brokers  and  dealers  to 
provide  displayed  limit  orders  with  “gap  print 
pricing”  in  accordance  with  proposed  Rule  llAcl-8 
rather  than  executing  limit  orders  first  at  their  limit 
prices  than  executing  the  proposed  transaction. 

The  Commission  notes  that  avoidance  of  “gap 
print  pricing”  by  “walking  down  the  book"  is.  of 
course,  possible  today  in  connection  with  block 
transactions  executed  in  the  “primary”  market 
center  (and  which  would  otherwise  be  subject  to  the 
procedures  specified  in  NYSE  Rule  127). 
Commentators  who  believe  that  “walking  down  the 
book”  prior  to  effecting  a  block  transaction,  to  the 
extent  it  may  occur  if  the  proposed  rule  is  adopted, 
can.  and  should,  be  prevented  are  requested  to 
describe  whatever  methods  or  procedures  they 
believe  urill  be  appropriate  to  ensure  that  the  “gap 
price  printing”  requirements  of  the  rule  would  not 
be  avoided. 

**The  requirement  that  displayed  public  limit 
orders  be  satisfied  at  the  transaction  price  (as 
opposed  to  the  limit  prices)  is  based  on.  although 
not  identical  to.  the  “gap  printing”  principle 
embodied  in  NYSE  Rule  127. 

’’The  term  “reported  security”  would  be  defined 
to  mean  (i)  any  equity  security  or  class  of  equity 
securities  designated  as  ‘qualified  securities' 
pursuant  to  Section  llA(a)(2)  of  the  Act  and  for 
which  transaction  reports  are  required  to  be 
collected,  processed  and  made  available  pursuant 
to  i  240.1 tAa3-l  ([proposed]  Rule  llAa3-l  under 
the  Act);  and 

**  Section  llA(aH3)(B)  of  the  Act  authorizes  the 
Commission,  in  furtherance  of  the  statutory 
directive  to  facilitate  the  establishment  of  a  national 
market  system,  by  rule  or  order,  to  authorize  or 
require  self-regulatory  organizations  to  act  Jointly 
with  respect  to  matters  as  to  which  they  share 
authority  under  (the  Act)  in  planning .  developing, 
operating,  or  regulating  a  national  market  system 
(or  a  subsystem  thereof)  or  one  or  more  facilities 
thereof.  .  .  . 


llA(a)(3)(6)  plan,**  although  the 
definition  of  market  linkage  system 
contained  in  the  pro[}osed  rule  is  broad 
enough  to  cover  the  automated  multiple- 
dealer  trading  system  of  the  CSE  (“C^E 
System”)  ”  if  it  joins  with  another  self- 
regulatory  organization  to  file  a  Section 
llA(aK3)(B)  plan  covering  the 
implementation  or  operation  of  the  CSE 
System. 

Finally,  the  proposed  rule  contains  an 
exemptive  provision  permitting  the 
Commission  to  exempt  from  the 
provisions  of  proposed  Rule  llAcl-3, 
either  unconditionally  or  on  specified 
terms  and  conditions,  any  broker,  dealer 
or  reported  security  if  the  Commission 
determines  that  such  exemption  is 
consistent  with  the  public  interest,  the 
protection  of  investors  and  the  removal 
of  impediments  to.  and  perfection  of  the 
mechanisms  of,  a  national  market 
system.  The  proposed  exemptive 
provision  is  designed  to  address  only 
extraordinary  circumgtances  where 
relief  burn  the  operation  of  the  rule 
would  clearly  be  warranted,  such  as 
malfunctions  in  communication  and 
data  processing  facilities  needed  to 
transmit  and  display  limit  order 
information  or  to  route  orders  between 
and  among  market  centers.  If  the 
proposed  rule  is  adopted,  the 
Commission  does  not  intend  to  grant 
exemptions  to  the  price  protection  rule 
which  would  have  the  effect  of 
exempting  entirely  maricet  centers  with 
relatively  little  trading  in  securities 
covered  by  the  rule  (and  brokers  and 
dealers  trading  in  those  markets.** 


**See  Securitief  Exchange  Act  Release  Nos.  14661 
(April  14. 1978)  and  15058  (August  11. 1978).  43  FR 
17419  and  36732. 

”  As  a  practical  matter,  however,  all  securities 
which  are  currently  traded  actively  in  the  CSE 
System  would  be  covered  by  the  proposed  rule 
because  they  are  also  included  in  the  ITS. 

(ii)  any  other  equity  security  or  class  of  eqqity 
securities  for  which  transaction  reports  are 
collected  processed  and  made  available  pursuant  to 
an  effective  transaction  reporting  plan. 

The  language  of  the  definition  of  "reported 
security”  is  taken  from  the  recently  proposed 
amendments  to  Rule  17a-15  under  the  Act  (17  CFR 
i  240.17a-15).  which  would,  among  other  things, 
redesignate  that  rule  as  Rule  llAa3-l  under  the  Act 
and  establish  procedures  for  amendment  of 
transaction  reporting  plans.  Securities  Exchange 
Act  Release  No.  15250  (October  20. 1978).  43  FR 
50606.  If  the  proposed  amendments  are  not  adopted, 
the  definition  of  “reported  security.“  for  purposes  of 
proposed  Rule  llAcl-3.  would  be  chang^  to  read 
as  follows:  (1)  The  term  “reported  security”  shall 
mean  any  equity  security  or  class  of  equity 
securities  as  to  which  last  sale  information  is 
reported  in  the  consolidated  transaction  reporting 
system  contemplated  by  f  240.17a-15  (rule  17a-15 
under  the  Act). 

**The  Commission  has,  in  connection  with  the 
implementation  of  the  consolidated  transaction 
reporting  system  pursuant  to  Rule  17a-15  under  the 
A^  (17  CFR  i  240.17a-15)  and  the  consolidated 
quotation  system  pursuant  to  Rule  llAc1-1  under 
the  Act  (17  CFR  (  240.1lAcl-1).  granted  exemptioiu 
Footnotes  continued  on  next  page 
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B.  Major  Issues 

The  following  is  a  dicussion  of  certain 
issues  raised  by  proposed  Rule  llAcl-3 
which  deserve  special  attention  or  on 
which  public  comment  is  specificially 
solicited. 

1.  Need  for  Commission  Rulemaking. 
As  the  Commission  stated  in  its  recent 
Status  Report  the  Commission’s  first 
priority  for  the  near  term  in  facilitating 
the  establishment  of  a  national  market 
system  is  the  achievement  of  “nation¬ 
wide  price  protection  for  public  limit 
orders  against  executions  at  inferior 
prices."  **  and  that,  as  an  initial  step 
towards  this  end,  the  Commission  would 
afford  the  proponents  of  the  ITS  “time  to 
experiment  with  and  further  enhance 
that  system  as  a  means  of  providing 
intermaricet  price  protection  for  public 
limit  orders.”  " 

As  the  Commission  stated  in  the 
Status  Report,  it  currently  appears  that 
“two  types  of  initiatives  are  necessary 
to  achieve  nation-wide  price  protection 
for  displayed  public  limit  orders  by 
means  of  the  ITS.”  The  first  of  these 
initiatives  is  collective  action  on  the  part 
of  the  self-regulatory  organizations  to  (i) 
provide  for  the  collection,  dissemination 
and  display  of  limit  order  information 
from  each  maiicet  center,  and  (ii) 
substantially  improve  the  operating 
characteristics  of  the  ITS.  ^  The  second 


Footnotes  continued  from  last  page 
to  certain  exchanges  based  on  their  trading  volume. 
See.  e.g..  Securities  Exchange  Act  Release  Nos. 

11385  (April  30. 1975).  40  FR 1988  (exemption  from 
transecHon  reporting  requirements  of  Rule  17a-lS 
for  Intirmounlain  Stock  Exchange);  15010  (July  28, 
1978),  43  FR  33976  (exemption  from  Rule  llAcl-1  for 
CSE  m  securities  not  included  in  the  CSE  System); 
15011  (July  28. 1978).  43  FR  33963  (exemption  From 
Rule  llAcl-1  for  S^kane  Stock  Exchange);  15012 
(July  28. 1978),  43  FR  33976  (exemption  from  Rule 
llAcl-1  for  Intermountain  Stock  Exchange);  15013 
duly  2S,  1978).  43  FR  33981  (partial  exemption  from 
Rule  llAcl-1  for  Philadelphia  Stock  Exchange, 

Inc.).  Certain  of  the  exchange  to  which  these 
exemptions  have  been  granted  are  also  not 
participants  in  either  of  the  pilot  market  linkage 
systems  ciurently  in  operation.  As  further  progress 
is  made  in  the  establishment  of  a  national  market 
system,  particularly  when  inter-market  price 
protection  for  displayed  public  limit  orders  is 
achieved,  the  Commission  intends  to  reexamine 
those  exemptions  to  determine  whether  the 
existence  of  trading  in  securites  with  multiple 
trading  interest  in  a  market  center  which  does  not 
report  its  transactions  in  the  consolidated 
transaction  reporting  system,  does  not  make  its 
quotations  available  pursuant  to  the  Commission’s 
quotation  rule,  and  is  not  linked  to  other  market 
centers  through  a  market  linkage  system,  is 
consistent  with  the  goals  and  objectives  of  a 
national  market  system. 

’'Status  Report  Bupra  note  25.  at  14. 44  FR  at 
20362. 

’<’/(/.  at  20.  44  FR  at  20363. 

*'ld  at  20-22.  44  FR  at  20363. 

”  In  addition,  if  the  ITS  is  used  to  provide  inter¬ 
market  price  protection,  it  will  be  necessary  either 
to  And  a  way  to  provide  a  link  between  the  CSE 
System  and  the  ITS  or  have  CSE  System  terminals 
available  in  each  market  center. 


of  these  initiatives  is  the  proposal  of  a 
Commission  rule  requiring  inter-market 
price  protection,^ The  Commission 
believes,  as  a  preliminary  matter,  that 
such  a  rule  appears  appropriate  in  the 
public  interest  and  for  the  protection  of 
investors  and  will  further  facilitate  the 
establishment  of  a  national  market 
system.  In  particular,  it  appears  that  the 
rule  will  contribute  to  ensuring  the 
fairness  of  the  markets  and  will  help 
provide  an  opportimity  for  public  orders 
to  meet  without  the  participation  of  a 
dealer.**  In  addition,  adoption  of  the 
proposed  rule  might  increase  the 
potential  for  competition  between  and 
among  market  centers.** 

As  discussed  above,  however,  the 
NYSE,  in  its  submission  describing  its 
proposal  for  inter-market  price 
protection,  aig[ued  that  such  a  rule  was 
not  necessary  and  that  competitive 
forces  alone  would  ensiu'e  that  public 
limit  orders  represented  in  the  various 
market  centers  are  protected  against 
inferior  executions.  The  Commission 
believes  that  such  arguments  deserve 
further  exploration,  and  the  Commission 
requests  commentators  to  provide  their 
views  as  to  whether  competitive  forces 
alone  would  be  su^icient  to  ensure 
inter-market  price  protection  for  all 
displayed  public  limit  orders. 

2.  Effective  Date.  The  proposed 
effective  date  for  Rule  llAcl-3  is  July  1. 
1981.  The  Commission  believes  that  the 
proposed  effective  date  is  sufficiently 
distant  to  afford  time  for  the  industry  to 
design  and  put  into  place  procedures 
and  facilities  needed  to  assure  price 
protection  for  all  public  limit  oiders  in 
securities  included  in  a  market  linkage 
system.**  The  Commission  wishes  to 
reemphasize,  however,  that  it  expects  a 
pilot  program  in  inter-market  price 
protection  to  begin  before  the  end  of 
calendar  year  1980 — well  before  the 
proposed  effective  date  of  Rule  llAcl- 

3.*’ 

In  the  Commission’s  recent  national 
market  system  Status  Report,  the 


"Status  Report,  supra  note  25.  at  24.  44  FR  at 
20363. 

"Sec  Section  llA(a)(l)(C)(v)  (15  U.S.C  78k- 
l{a)(l)(C)(v)].  See  also  note  4  supra  and 
accompanying  text.  The  legislative  history  of  the 
1975  Amendments  indicates  that  the  Commission 
has  clear  authority  to  adopt  such  a  rule.  The  Senate 
Committee  stated  in  its  report  on  S.  249  that: 

The  Committee  is  satisfied  that  S.  249  grants  the 
Commission  complete  and  effective  authority  to 
implement  a  system  for  the  satisfaction  of  public 
limit  orders. 

Senate  Report,  supra  note  3.  at  18.  (1975)  U.S. 
Code  Cong.  &  Ad.  News  at  196. 

"Sec  Section  llA(a)(l)(C)(ii)  of  the  Act  (15  U.SXI 
78k-l(a)(l)(C)(ii)].  But  see  disentssion  infra  at  pp. 
36-40. 

"Sm  Status  Report  supra  note  25.  at  25, 44  FR  at 
20363. 

"/(/.  at  23.  44  FR  at  20363. 


Commission  requested  each  self- 
regulatory  organization  to  inform  the 
Commission  in  writing,  by  May  1, 1979, 
of  its  commitment  to  work  actively  with 
other  such  organizations  on  a  plan  for 
the  development  and  implementation  of 
procedures  and  mechanisms  for  inter¬ 
market  price  protection.** The 
Commission  expects  that  plan,  which  is 
to  be  submitted  to  the  Commission  by 
September  1, 1979,  to  specify  the  steps 
by  which  a  pilot  program  will  be 
implemented  and  provide  that,  during 
the  period  the  pilot  is  in  operation,  use 
of  the  price  protection  procedures  and 
mechanisms  described  in  the  plan  will 
be  mandatory  for  brokers  and  dealers  in 
market  centers  participating  in  the  pilot, 
notwithstanding  the  fact  that  Rule 
llAcl-3,  if  adopted,  will  not  yet  be 
effective. 

3.  Coverage  of  Rule  IlAcl-3.  As 
discussed  above,  proposed  Rule  llAcl- 
3  would  provide  inter-maricet  price 
protection  only  for  displayed  public 
limit  orders.**  However,  as  the 
Commission  noted  in  the  Status  Report, 
the  Commission  believes  it  is 
appropriate  to  address,  in  context  of  this 
proposal,  whether  there  are  any 
regulatory  policy  or  practical  reasons  to 
limit  the  application  of  the  price 
protection  concept  solely  to  public  limit 
orders.**  As  the  Commission  stated: 

It  may  be  that,  in  addition  to  protection  of 
public  limit  orders,  price  protection  can 
easily  be  afforded  to  all  displayed  bids  and 
offers  at  the  market,  whetb^  public  or 
professional,  such  that  any  displayed 
quotation  would  be  entitled  to  price 
protection  up  to  the  amount  of  its  associated 
quotation  siu.*' 

In  discussing  the  pKMsible  merits  of  a 
price  protection  system  affording  inter¬ 
market  protection  for  all  displayed  bids 
and  offers  at  the  market  (in  addition  to 
displayed  public  limit  orders  away  from 


-See  id.  at  23-24,  44  FR  at  20363. 

"As  noted  above,  the  definition  of  “public  limit 
order"  would  not  include  any  order  for  the  account 
of  a  registered  broker  or  dealer  or  a  person 
associated  with  a  registered  broker  or  dealer.  See 
note  29  supra.  The  propoeed  deflnition  would  thus 
exdude  6m  the  protections  afforded  by  the  rale 
orders  for  the  account  of  natural  persons  associated 
with  registered  brokers  and  dealm.  such  as 
registered  representatives,  as  well  as  broker-dealer 
proprietary  orders  which  are  entered  from  off-floor 
and,  arguably,  ore  not  generated  under 
circumstances  where  the  broker-dealer  has  a  time 
and  place  advantage  over  non-professionals.  The 
Commission  speciflcally  solidts  comment  on 
whether  orders  in  these  categories,  or  others,  should 
also  be  treated  as  "public  limit  orders”  for  purposes 
of  determining  inter-market  price  protection.  In 
addition,  the  Commission  solidts  the  views  of 
interested  persons  as  to  whether  inter-maiket  price 
protection  should  be  afforded  to  all  displayed 
limited  price  orders — not  just  public  limit  orders 
(however  defined). 

"Status  Report,  supra  note  25.  at  27, 44  FR  at 
20364  (footnote  omitted). 
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the  market),  the  Commission  stated  that 
it  may  be  that: 

|p|roviding  price  protection  to  all  buying 
and  selling  interest  collected  by  a  particular 
market  center  and- disseminated  by  that 
market  center  as  part  of  its  current  bid  or 
offer  will  not  only  improve  liquidity  but  also 
avoid  a  number  of  practical  problems  and 
trading  anomalies  which  seem  certain  to 
arise  from  restricting  price  protection  to 
public  limit  orders. 

For  example,  in  order  to  provide  price 
protection  for  public  limit  orders  at  the 
market,  but  not  for  other  buying  and  selling 
interest  displayed  as  part  of  the  current 
quotation,  it  will  be  necessary  to  develop  a 
separate  composite  display  of  prices  and 
sizes  reflectiiig  that  portion  of  each  market 
center's  current  quotation  representing  by 
public  limit  orders.  Second,  confinement  of 
nation-wide  price  protection  to  public  limit 
orders  could  result  in  buying  and  selling 
interest  at  the  market  in  a  given  market 
center  [e.g..  represented  dealer  interest)  being 
bypassed  as  public  limit  orders  in  that 
market  at  inferior  prices  are  required  to  be 
tilled  by  orderr  transmitted  from  another 
market.** 

In  light  of  those  factors,  the  < 
Commission  concluded  that; 

It  would  appear  that,  if  nation-wide  price 
protection  is  to  be  accomplished  in  a  fair 
manner  consistent  with  the  purposes  of  the 
Act.  it  ultimately  should  encompass 
protection  for  aU  buying  and  selling  interest 
displayed  by  a  particular  market  center  as 
part  of  its  current  bid  or  offer — regardless  of 
whether  or  not  that  interest  is  comprised  of. 
public  limit  orders — as  well  as  all  displayed 
public  limit  orders  away  from  the  market  at 
prices  superior  to  the  price  of  a  proposed 
transaction.  In  this  context  nation-wide  price 
protection  for  public  limit  orders  should  be 
viewed  as  an  interim  step  toward,  and 
experiment  in,  the  achievement  of  price 
protection  for  all  displayed  orders.** 

The  Commission  is  interested  in 
receiving  the  views  of  the  self-regulatory 
organizations,  the  securities  industry 
and  the  investing  public  as  to  (i) 
whether  the  goal  of  price  protection  for 
all  displayed  quotations  is  desirable  and 
feasible,  and.  if  so,  (ii)  whether  it  would 
be  appropriate  to  bypass  the  interim 
step  of  providing  price  protection  only 
for  displayed  public  limit  orders  and 
proceed  directly  to  the  enhanced  goal.** 
Persons  favoring  modifying  proposed 
Rule  llAcl-3  to  provide  for  price 
protection  for  all  published  bids  and 
offers  comprising  a  market  center’s 
current  quotation  and  for  public  limit 
orders  away  from  the  market  should 
discuss  any  unique  technical  or  practical 
problems  arising  from  such  an  approach 
which  are  not  present  in  achieving  price 
protection  only  for  public  limit  orders. 
Commentators  should  also  discuss 

”  Id,  at  27-28,  44  PR  al  20364  (footnote  omitted). 

”/(/.  at  2»-30.  44  FR  at  20364 

“  /(/  al  30.  44  FR  at  20364. 


whether,  in  their  view,  achievement  of 
price  protection  for  all  displayed  buying 
and  selling  interests  at  the  market 
without  first  achieving  the  interim  goal 
of  price  protection  only  for  public  limit 
orders  would  require  a  greater  lead  time 
than  achievement  of  the  interim  goal 
alone  and,  therefore,  whether 
adjustment  of  the  proposed  effective 
date  of  the  rule,  as  m^ified,  would  be 
necessary,** 

4.  Gap  Print  Pricing.  Proposed  Rule 
llAcl-3  would  require  that  in 
situations  where  the  proposed 
transaction  price  is  V4  point  or  more 
outside  the  best  quotation,  displayed 
public  limit  orders  would  have  to  be 
satisfied  at  the  transaction  price  rather 
than  at  their  limit  prices.** This 
requirement  embodies  the  principle  of 
“gap  price  printing,”  which  currently 
applies  to  certain  block  transactions 
executed  on  the  NYSE  and  which  the 
Commission  identified  in  its  recent 
Status  Report  as  as  feature  which 
should  be  implemented  as  part  of  a 
program  of  inter-market  price  protection 
for  public  limit  orders.  In  this  regard,  the 
Commission  stated: 

( 

As  a  preliminary  matter,  the  Commission 
believes  that,  unless  compelling  arguments 
are  presented  to  the  contrary,  gap  price  - 
printing  for  displayed  public  limit  orders 
away  from  the  market  should  be  a 
characteristic  of  price  protection  in  the 
national  market  system.** 

The  Commission  specifically  solicits 
the  views  of  interested  persons  as  to  (i) 
whether  gap  price  printing  should  be  a 
characteristic  of  price  protection  in  a 
national  market  system,  and,  if  so,  (ii) 
whether  the  method  of  gap  price  printing 
provided  in  proposed  Rule  llAcl-3  is 
the  most  appropriate  means  of  achieving 
that  result.  Persons  favoring  alternative 
methods  of  gap  price  printing  are 
requested  to  provide  a  justification  for 
each  alternative  proposed  as  well  as 
draft  language  implementing  each  such 
alternative. 

5.  Size  Limitation.  Proposed  Rule 
llAcl-3,  if  adopted,  would  provide  for 
inter-market  price  protection  for  all 
displayed  public  limit  orders  regardless 
of  size.  It  has  been  argued  that  it  might 
be  appropriate  to  impose  size  limitations 
on  limit  orders  entered  into  a  particular 
maricet  center's  limit  order  facility  and 
afforded  inter-market  protection  in  order 
“to  avoid  possible  problems  associated 
with  institutional  ‘step-ins’  and  other 
possible  trading  disruptions. 

•  “W. 

**See  note  33  supra  and  accompanying  text 

*’ Status  Report  supra  note  25,  at  IS,  11.26,  44  FR 
at  20363.  n.26 

**  NYSE  Letter,  supra  note  21.  at  22.  The 
Commission  specifically  solicits  comment  on  the 
nature  of  such  possible  problems  and  trading 


The  Commission  specifically  solicits 
comment  on  whether  limitations  on  the 
size  of  public  limit  orders  afforded  inter¬ 
market  price  protection  are  appropriate, 
and,  if  so,  whether  such  limitations 
should  (i)  be  included  as  part  of  Rule 
llAcl-3  (instead  of  being  a  matter 
addressed  by  the  rules  of  each  market 
center  which  govern  the  use  of  that 
market  center’s  limit  order  facility),  and 
(ii)  be  imposed  in  connection  with  all 
transactions  at  prices  inferior  to 
displayed  public  limit  orders  or  only  in 
connection  with  block  transactions  le.g.. 
if  a  block  were  to  be  executed  in  a 
particular  market  center  at  a  price 
which  would  trigger  application  of 
proposed  Rule  llAcl-^  and  there  was  a 
public  limit  order  for  20,000  shares  at  a 
better  price  in  that  or  another  market 
center,  only  a  limited  amount  of  the 
order  (say  2,500  shares)  would  be 
required  to  be  satisfied  pursuant  to  the 
rule).** 

6.  Effects  on  Competition.  Section 
23(a)(2)  of  the  Act  [15  U.S.C.  78w(a)(2)l 
requires  the  Ckmimission,  in  adopting 
rules  under  the  Act,  to  consider  the  anti¬ 
competitive  effects  of  such  regulation 
and  to  balance  any  anticompetitive 
impact  against  the  regulatory  benefits 
gained  in  terms  of  furthering  the 
purposes  of  the  Act  The  Commission 
has,  as  an  initial  matter,  examined 
proposed  Rule  llAcl-3  in  light  of  the 
standards  cited  in  section  23  (a)(2)  and 
is  aware  that  adoption  of  the  proposed 
rule  may  have  effects  on  competition. 
However,  because,  in  part  the  impact  of 
proposed  Rule  llAcl-3  on  competition 
may  be  to  increase  the  potential  for 
competition  between  and  among 
markets,  and  will  certainly  increase  the 
potential  for  competition  among  brokers 
and  dealers  and  among  orders,  the 
Commission  is  unable  to  conclude,  as  a 
preliminary  matter,  that  adoption  of  the 
proposal  would  impose  any  burden  on 
competition  not  necessary  or 
appropriate  in  furtherance  of  the 
piuposes  of  the  Act.  Moreover,  because 
it  appears  to  the  Commission  that  the 
proposal  will  facilitate  the 
establishment  of  a  national  market 
system  and  further  other  purposes  of  the 
Act,**  the  burdens  on  competition  which 


disruptioiM.  and  whether  such  problems  or 
disruptions,  should  they  occur,  would  have  different 
impacts  on  various  categories  of  market 
participants.  e.g..  members  placing  proprietary 
orders  bom  on-floor  or  off-floor  institutional 
customers  or  customers  who  are  individuals. 

**  Persons  favoring  limiting  the  imposition  of  size 
limitations  Ibr  inter-market  price  protection  to  block 
transactions  should  also  describe  with  particularity 
how  the  term  "block’*  should  be  defined  for  this 
purpose.  ' 

**  Sea  generally  Policy  Statement  supra  note  1  et 
18-21.  December  Release,  supra  note  4.  at  47-53. 41 
FR  at  4519-21.  Securities  Ex^ange  Act  Release  No. 

Footnotes  continued  on  next  page 
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arguably  would  flow  from 
implementation  of  proposed  Rule 
llAcl-3  appear  to  be  justified  by  the 
regulatory  benefits  gained  by  its 
adoption. 

Proposed  Rule  llAcl-3,  if  adopted, 
could  affect  competition  in  several 
ways.  First,  it  would  appear  that 
adoption  of  the  proposal  would,  to  some 
degree,  improve  the  competitive 
opportunities  for  specialists  on  regional 
exchanges  who,  in  order  to  attract  order 
flow,  currently  provide  a  form  of 
“primary  market  protection,"  i.e.,  they 
may  agree  to  execute,  as  principal,  a 
limit  order  on  their  book  when  there  has 
been  an  execution  in  the  “primary" 
market  at  a  price  inferior  to  the  limit 
price  and,  in  certain  circumstances, 
where  a  transaction  has  occurred  in  the 
“primary"  market  at  the  limit  price. 
Requiring  satisfaction  of  displayed 
public  limit  orders  in  the  manner 
contemplated  by  proposed  Rule  llAcl-3 
could,  in  the  Commission's  view,  reduce 
the  burden  and  risk  to  regional 
specialists  associated  with  providing 
that  protection  today  (although  regional 
specialists  would  appear  to  continue  to 
have  to  provide  “primary  market 
protection"  against  transactions  at  the 
limit  price),  and  thereby  enhance  their 
ability  to  compete  for  order  flow. 

On  the  other  hand,  because  the 
proposed  rule,  if  adopted,  would,  for  all 
practical  purposes,  require  the  clearing 
of  all  public  limit  orders  in  all  markets  in 
connection  with  any  block  transaction 
executed  away  from  the  market,  it 
would  no  longer  be  possible  to  avoid 
limit  orders  in  one  market — particularly 
limit  orders  on  the  book  in  the 
"primary”  market — ^by  executing  the 
block  ih  some  other  market  center 
where  limit  order  interest  may  be 
minimal.  As  a  result,  adoption  of  the 
proposal  arguably  may  adversely  affect 
the  ability  of  the  regional  exchanges  to 
continue  to  attract  blocks  for  execution. 

The  Commission  notes,  however,  that 
avoidance  of  buying  and  selling  interest 
in  the  “primary”  market  is  asserted  to 

Footnotes  continued  from  last  page 
13662  dune  23. 1977)  at  63-69.  42  FR  33510.  33518-19. 
lanuary  Statement,  supra  note  12.  at  13-14,  33-37,  43 
FR  at  4355-56,  4359,  Status  Report,  supra  note  25.  at 
14-30.  44FR  at  20363-64. 

*'  Generally,  market  protection  against  "primary” 
market  executions  at  the  limit  price  (as  opposed  to 
protection  against  executions  at  prices  inferior  to 
the  limit  price)  is  “on  volume,”  i.e.,  the  number  of 
shares  executed  in  the  regional  exchange  will  be  in 
a  specified  ratio  to  the  number  of  round  lots 
executed  in  the  “primary”  market:  the  ratio  is 
negotiated  between  the  regional  specialist  and  the 
broker  placing  an  order  with  him  and  generally 
ranges  between  1:1  (one  share  is  given  protection  on 
the  regional  exchange  for  each  share  executed  in 
the  “primary”  market),  and  1:5  (one  share  is  given 
protection  on  the  regional  exchange  for  each  fiv6 
shares  executed  in  the  “primary”  market). 


be  only  one  of  a  number  of  factors 
which  may  influence  the  selection  of  a 
market  center  where  a  particular  block 
transaction  is  to  be  executed.  Moreover, 
adoption  of  the  rule  woulcj  only  prevent 
“transporting”  block  transactions  to  a 
market  center  to  avoid  public  limit  order 
interest  and  not  “transporting”  blocks  to 
avoid  buying  and  selling  interests  of  the 
specialist  acting  as  dealer  and  that  of 
other  persons  represented  in  the 
“primary”  market  which  is  not  on  the 
specialist's  book  and  which  may  well  be 
much  more  substantial  than  the  interest 
requested  in  that  market  in  the  form  of 
limit  orders.  As  a  result,  it  is  not 
possible  to  determine  at  this  time 
whether  adoption  of  proposed  Rule 
llAcl-3  would  have  any  significant 
impact  on  regional  exchanges. 

Even  if  the  adoption  of  proposed  Rule 
llAcl-3  results  in  some  burdens  on 
competition  (which  the  Commission  is 
not  yet  prepared  to  conclude],  the 
Commission  believes  that  such  burdens, 
if  they  develop,  appear  to  be  outweighed 
by  the  regulatory  purposes  to  be 
achieved  by  the  proposal.  Adoption  of 
proposed  Rule  llAcl-1  would  appear,  \ 
as  a  preliminary  matter,  to  further 
substantiate  the  purposes  of  the  Act, 
particularly  the  Commission's  mandate 
under  Section  11 A  (a)  of  the  Act  to 
facilitate  the  establishment  of  a  national 
market  system  and  to  assure,  consistent 
with  efficient  execution  capability  and 
the  practicability  of  execution  of 
investors'  orders  in  the  best  market,  an 
opportunity  for  investors'  orders  to  be 
executed  without  the  participation  of  a 
dealer. 

In  addressing  proposed  Rule  llAcl-3. 
commentators  are  specifically  requested 
to  comment  on  the  potential  competitive 
impact  of  this  proposed  regulation  and 
the  preliminary  views  expressed  herein 
so  that  the  Commission  may  further 
evaluate  the  proposal  in  light  of  section 
23(a)(2)  of  the  Act. 

III.  Request  for  Public  Comment 

The  Securities  and  Exchange 
Commission  hereby  proposes  Rule 
llAcl-3  (17  CFR  §  240.1lAcl-3) 
pursuant  to  its  authority  under  the 
Securities  Exchange  Act  of  1934  [15 
U.S.C.  78a  et  seq.,  as  amended  by  Pub.  L 
94-29  (June  4, 1975)],  and  particularly 
Sections  2.  3.  6, 10, 11,  llA,  15. 17,  and  23 
thereof  [15  U.S.C.  78b.  78c.  78f.  78j.  78k. 
78k-l,  78o,  78q.  and  78w].  The  text  of  the  - 
proposed  rule  is  as  follows: 

§  240.1 1Ac1-3  Price  protection  for  public 
limit  orders. 

(a)  Definitions.  For  purposes  of  this 
section,  (1)  The  term  “reported  security” 
shall  mean 


(1)  Any  equity  security  or  class  of 
equity  securities  designated  as 
“qualified  securities”  pursuant  to 
section  llA(a)(2]  of  the  Act  and  for 
which  transaction  reports  are  required 
to  be  collected,  processed  and  made 
available  pursuant  to  §  240.1lAa3-l 
((proposed)  Rule  llAa3-l  under  the 
Act):  and 

(ii)  Any  other  equity  security  or  class 
of  equity  securities  for  which 
transaction  reports  are  collected, 
processed  and  made  available  pursuant 
to  any  effective  transaction  reporting 
plan. 

(2)  The  term  “registered  broker  or 
dealer”  shall  mean  any  person 
registered  as  a  broker  or  dealer  under 
section  15  of  the  Act. 

(3)  The  term  “limit  order”  shall  mean 
an  order  for  the  purchase  or  sale  of  one 
or  more  round  lots  of  a  reported  security 
at  a  specified  price,  or  at  a  more 
favorable  price  if  obtainable. 

(4)  The  term  “public  limit  order"  shall 
mean  a  limit  order  for  the  account  of  a 
person  other  than  a  registered  broker  or 
dealer  or  an  associated  person  of  a 
registered  broker  or  dealer. 

(5)  The  term  “displayed  public  limit 
order”  shall  mean  a  public  limit  order  as 
to  which  information  regarding  its  price 
and  size  is  (i)  collected  by  the  market 
center  in  which  it  is  represented,  and  (ii) 
disseminated  by  such  market  center  for 
electronic  display  in  other  market 
centers. 

(6)  The  term  “market  center”  shall 
mean,  with  respect  to  any  reported 
security,  (i)  any  national  securities 
exchange  (“exchange”)  on  which  or 
through  whose  facilities  transactions  in 
that  security  are  executed,  and  (ii)  any 
third  market  maker  who  executes,  in 
that  capacity,  transactions  in  that 
security. 

(7)  The  term  “third  market  maker” 
shall  mean  any  broker  or  dealer  (other 
than  a  person  making  markets 
exclusively  in  odd-lots)  who  holds 
himself  or  herself  out  as  being  willing  to 
buy  and  sell  a  reported  security  for  his 
or  her  own  account  on  a  regular  and 
continuous  basis  otherwise  than  on  an 
exchange  in  amounts  of  less  than  block 
size  (including  any  such  broker  who  also 
represents,  as  agent,  otherwise  than  on 
an  exchange,  orders  to  buy  and  sell  such 
securities  on  behalf  of  any  other 
person). 

(8)  The  term  “market  linkage  system” 
shall  mean  any  communications  and 
data  processing  facility  which  (i)  permits 
orders  for  the  purchase  and  sale  of  a 
reported  security,  and  responses  to  such 
orders,  to  be  transmitted  ffom  one 
market  center  trading  in  such  security  to 
another  such  market  center,  or  (ii) 
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provides  for  electronic  storage  and 
execution  of  orders  for  the  purchase  and 
sale  of  a  reported  security  entered  from 
more  than  one  market  center. 

(9)  The  term  “transaction  price"  shall 
mean,  with  respect  to  a  transaction  in  a 
reported  security,  the  price  of  that 
transaction  to  be  reported  pursuant  to 
an  effective  transaction  reporting  plan  . 
(exclusive  of  any  commission, 
commission  equivalent  or  differential 
charged  in  connection  with  the 
transaction). 

(10)  The  term  "transaction  report" 
shall  mean  a  report  containing  the  price 
and  volume  associated  with  a  completed 
transaction  involving  the  purchase  or 
sale  of  a  security. 

(11)  The  term  "effective  transaction 
reporting  plan"  shall  mean  any  plan  for 
collecting,  processing  and  making 
available  transaction  reports  with 
respect  to  transactions  in  reported 
securities  approved  by  the  Commission 
pursuant  to  §  240.1lAa3-l  ([proposed] 
Rule  llAa3-l  under  the  Act). 

(12)  The  terms  “bid"  and  "offer"  shall 
have  the  meaning  provided  in 

§  240.1lAcl-l  (Rule  llAcl-1  under  the 
Act). 

(b)  Price  protection  requirement.  On 
and  after  July  1, 1981,  no  broker  or 
dealer  may  execute  a  transaction  in  any 
market  center,  in  any  reported  security 
which  is  included  ii:\  a  market  linkage 
system  implemented  or  operated  in 
accordance  with  a  plan  approved  by  the 
Commission  pursuant  to  section 
llA(a)(3)(B)  of  the  Act,  at  a  transaction 
price  inferior  to  the  price  of  any 
displayed  public  limit  order  unless  such 
broker  or  dealer,  either  simultaneously 
with  or  immediately  after  execution  of 
such  transaction,  satisfies  all  such 
displayed  public  limit  orders  (i)  at  their 
limit  prices,  or,  (ii)  in  the  event  the 
transaction  price  is  more  than  point 
above  the  lowest  offer  for  such  security 
made  available  by  any  market  center 
trading  in  such  security  (in  the  case  of 
limit  orders  to  sell)  or  more  than  Vb 
point  below  the  highest  bid  for  such 
security  made  available  by  any  market 
center  trading  in  such  security  (in  the 
case  of  limit  orders  to  buy),  at  the 
transaction  price. 

(c)  Exemptions.  The  Commission  may 
exempt  from  the  provisions  of  this 
section,  either  unconditionally  or  on 
specified  terms  and  conditions,  any 
broker,  dealer  or  reported  security  if  the 
Commission  determines  that  such 
exemption  is  consistent  with  the  public 
interest,  the  protection  of  investors  and 
the  removal  of  impediments  to,  and 
perfection  of  the  mechanisms  of.  a 
national  market  system. 


(Secs.  2.  3. 6. 11. 15. 17.  23.  Pub.  L  78-291,  48 
Stat.  881,  882.  885,  891.  895,  897, 901.  as 
amended  by  Secs.  2. 3. 4. 6, 11, 14, 18,  Pub.  L 
94-29,  89  Stat.  97. 104. 110, 121, 137, 155  (15 
U.S.C.  78b,  78c,  78k.  78o.  78q.  78w,  as 
amended  by  Pub.  L  94-29  (June  4, 1975)):  Sec. 
10,  Pub.  L  Z»-291.  48  Stat.'  89  (15  U.S.C.  78j); 
Sec.  7.  Pub.  L  94-29.  89  Stat.  Ill  (15  U.S.C. 
78k-l)) 

Interested  persons  are  invited  to 
submit  written  presentations  of  views, 
data  and  arguments  concerning 
proposed  Rule  llAcl-3  imder  the  Act 
and  the  issues  discussed  above, 
including  any  impact  on  competition 
which  would  result  from  adoption  of  the 
proposal.  Persons  wishing  to  make  such 
submissions  should  file  ten  copies 
thereof  with  George  A.  Fitzsimmons, 
Secretary,  Securities  and  Exchange 
Commission,  Room  892,  500  North 
Capitol  Street,  Washington,  D.C.  20549. 
not  later  than  July  15. 1979.  All 
submissions  should  refer  to  File  No.  S7- 
778  and  will  be  available  for  public 
inspection  at  the  Commission’s  Public 
Reference  Room.  Room  6101, 1100  L 
Street,  N.W.,  Washington,  D.C. 

By  the  Commission. 

Ceorse  A.  Fituimmon*. 

Secretary. 

April  28, 1979. 
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